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1. ,QWURGXFWLRQ 
3UREOHPV RI LQIRUPDWLRQ DV\PPHWU\ EHWZHHQ PDQDJHPHQW DQG ILQDQFLDO LQVWLWXWLRQV DQG
DJHQF\FRQIOLFWVEHWZHHQFRQWUROOLQJVKDUHKROGHUVDQGPLQRULW\LQYHVWRUVDVZHOODVEHWZHHQ
PDQDJHPHQW DQGVKDUHKROGHUVKDYHEHHQ IRXQG WR VLJQLILFDQWO\ LQIOXHQFH ILUPV¶ LQYHVWPHQW
GHFLVLRQV0\HUV	0DMOXI-HQVHQ)D]]DULHWDO$EK\DQNDUHWDO
-LDQJ HW DO  7KHVH SUREOHPV DUH SDUWLFXODUO\ VHYHUH LQ HPHUJLQJ PDUNHWV *LYHQ WKH
VLJQLILFDQW FDSLWDOPDUNHW LPSHUIHFWLRQV FKDUDFWHUL]LQJ LW DQG LWVSRRUFRUSRUDWHJRYHUQDQFH
PHFKDQLVPV $OOHQ HW DO  WKH &KLQHVH VHWWLQJ SURYLGHV DQ LGHDO ODERUDWRU\ WR VWXG\
ILUPV¶ LQYHVWPHQW GHFLVLRQV LQ WKH SUHVHQFH RI ERWK ILQDQFLDO FRQVWUDLQWV DQG DJHQF\
SUREOHPV1 
&KLQDKDVEHHQVHHQDVDFRXQWHU-H[DPSOHWRPRVWRIWKHOLWHUDWXUHZKLFKVXJJHVWVD
SRVLWLYHUHODWLRQVKLSEHWZHHQILQDQFLDOGHYHORSPHQWDQGHFRQRPLFJURZWK/HYLQH,WV
XQGHU-GHYHORSHG ILQDQFLDO V\VWHP LV LQ IDFW VHULRXVO\ RXW RI VWHS ZLWK LWV WKULYLQJ JURZWK
$OOHQ HW DO 2,QWHUQDO ILQDQFH WUDGH FUHGLW DQG RWKHU LQIRUPDO IXQGV PLJKW VSHDN
ORXGHUWKDQEDQNRUHTXLW\ILQDQFHLQH[SODLQLQJWKH&KLQHVHJURZWKPLUDFOH,QRWKHUZRUGV
WKHUROHRI&KLQD¶VH[WHUQDOPDUNHWVLQILQDQFLQJDQGDOORFDWLQJUHVRXUFHVKDVEHHQOLPLWHG 
7KLVLVGXHILUVWRIDOOWRWKHIDFWWKDWGRPLQDQWVWDWH-RZQHGEDQNVDUHQRWHIILFLHQW
VLQFH WKH\ KDYH SOHQW\ RI QRQSHUIRUPLQJ ORDQV 13/V 0RUH LPSRUWDQWO\ WKH\ QHHG WR
VXSSRUWPDVVLYHXQSURILWDEOHVWDWH-RZQHGHQWHUSULVHV62(V,WLVFRQVHTXHQWO\GLIILFXOWIRU
SULYDWH ILUPV WR DFFHVV H[WHUQDO IXQGLQJ $OOHQ HW DO  +pULFRXUW 	 3RQFHW 
*XDULJOLD HW DO  6HFRQG DOWKRXJK LW KDV JURZQ LQ UHFHQW \HDUV WKH &KLQHVH VWRFN
PDUNHWLVVWLOOUHODWLYHO\VPDOOFRPSDUHGZLWKWKHEDQNLQJVHFWRU'XHWRSRRUUHJXODWLRQDQG
WR  WKH IDFW WKDW D VXEVWDQWLDO QXPEHU RI OLVWHG ILUPV DUH FRQWUROOHG E\ WKH VWDWH WKH VWRFN
PDUNHW LVQRWYHU\HIILFLHQWDQGVWRFNSULFHVGRQRWUHIOHFWIXQGDPHQWDOYDOXHV$OOHQHWDO
:DQJHWDO)LQDQFLDOPDUNHWVLQ&KLQDKDYHWKHUHIRUHQRWEHHQSOD\LQJDYHU\
HIILFLHQW UROH LQ DOORFDWLQJ UHVRXUFHV DQG UHOLHYLQJ ILQDQFLDO FRQVWUDLQWV ZKLFK DUH D
                                                             
1
 Some researchers (e.g. Bernanke 	 Gertler, 1989) refer to agency costs as those deadweight losses, which, in 
the presence of asymmetric information, prevent to reach optimal financial arrangements between borrowers 
and lenders. These agency costs translate themselves in a higher cost of external finance compared to internal 
funds. Hereafter, we refer to these as financing constraints, and only consider as agency problems those arising 
from conflicts of interest between majority shareholders and minority shareholders, or between managers and 
shareholders.  
2
 According to the National Bureau of Statistics (NBS) Statistical Yearbook of China (various issues), China has 
experienced a rapid growth rate, which reached an average of 13.2% per year over the 1998-2014 period in 
terms of GDP (gross domestic product). This incredibly fast growth relied heavily on investment. Over the 
period 1998-2014, the country experienced in fact an investment boom (the average annual growth rate for total 
fixed investment was 19.7%), which was responsible for around 50% of GDP growth (NBS Statistical Yearbook 
of China, various issues). 
 
VLJQLILFDQWLVVXHIRUVHYHUDO&KLQHVHILUPVDQGPD\OHDGWKHPWRXQGHU-LQYHVW3 
$W WKH VDPH WLPH JLYHQ WKH ZHDN OHJDO V\VWHP DQG SRRU FRUSRUDWH JRYHUQDQFH
PHFKDQLVPV WKDW FKDUDFWHUL]H WKH FRXQWU\ DJHQF\ SUREOHPV DUH UDWKHU VHYHUH DQG OLNHO\ WR
OHDG WR RYHU-LQYHVWPHQW LQ &KLQD¶V OLVWHG VHFWRU $OOHQ HW DO  &KHQ HW DO  )RU
LQVWDQFHJRYHUQPHQWEXUHDXFUDWVPD\XVHWKHLULQIOXHQFHWRRYHU-LQYHVWLQRUGHUWRDFKLHYH
WKHLUSROLWLFDOREMHFWLYHV)LUWKHWDO7KHVHHIIHFWVPD\EHDPSOLILHGE\WKHSUHVHQFHRI
VRIW EXGJHW FRQVWUDLQWV4 DQG ZLGHVSUHDG FRUUXSWLRQ &KRZ HW DO  )LUWK HW DO 
([FHVVLYHLQYHVWPHQWPLJKWFDXVHRYHU-KHDWLQJDQGRYHU-FDSDFLW\DQGJHQHUDWHLQHIILFLHQF\
ZKLFKFRXOGLPSDLUWKHVXVWDLQDEOHGHYHORSPHQWDQGIXWXUHZHOOEHLQJLQ&KLQD 
2XUZRUNPDNHV WKUHHPDLQFRQWULEXWLRQVWR WKHOLWHUDWXUH)LUVWZHH[DPLQHXQGHU-
DQG RYHU-LQYHVWPHQW DW WKH VDPH WLPH DV ZH EHOLHYH WKDW WKHVH WZR W\SHV RI DEQRUPDO
LQYHVWPHQWDUHOLNHO\WRFRH[LVWLQ&KLQD6HFRQGXQOLNHPRVWSULRUUHVHDUFKZKLFKH[DPLQHV
VHQVLWLYLWLHVRILQYHVWPHQWWRFDVKIORZ)D]]DULHWDO.DSODQ	=LQJDOHV&OHDU\
&XPPLQVHWDOZHIRFXVRQWKHVHQVLWLYLW\RIDEQRUPDOLQYHVWPHQWWRIUHHFDVK
IORZ %\ GHGXFWLQJ UHTXLUHG PDLQWHQDQFH DQG H[SHFWHG LQYHVWPHQWV IURP FDSLWDO
H[SHQGLWXUHDQGUHPRYLQJPDQGDWHGFRPSRQHQWVIURPFDVKIORZWKLVDSSURDFKSUHYHQWVIUHH
FDVKIORZIURPSLFNLQJXSIXWXUHLQYHVWPHQWRSSRUWXQLWLHV&RQVHTXHQWO\ LQ WKHDEVHQFHRI
ILQDQFLQJ FRQVWUDLQWV DQG DJHQF\ FRVWV XQGHU- DQG RYHU-LQYHVWPHQW VKRXOG QRW GLVSOD\ D
V\VWHPDWLF UHVSRQVH WR IUHH FDVK IORZ 2XU DSSURDFK SURYLGHV WKHUHIRUH D SRZHUIXO DQG
XQDPELJXRXV WHVW ZKLFK ZLOO KHOS VKHG OLJKW RQ ZKHWKHU LQYHVWPHQW LQHIILFLHQFLHV LQ WKH
XQLTXH &KLQHVH FRQWH[W FDQ EH H[SODLQHG E\ ILQDQFLDO FRQVWUDLQWV DQGRU DJHQF\ SUREOHPV
7KLUGRXUDQDO\VLVSURYLGHVHYLGHQFHRQWKHH[WHQW WRZKLFKKHWHURJHQHLW\ LQ WKHGHJUHHRI
ILQDQFLQJFRQVWUDLQWVDQGDJHQF\FRVWV IDFHGE\ ILUPVDIIHFWV WKHVHQVLWLYLWLHVRIXQGHU-DQG
RYHU-LQYHVWPHQWWRIUHHFDVKIORZ 
2XU VWXG\ LV FRQGXFWHG XVLQJ D ODUJH SDQHO RI OLVWHG &KLQHVH ILUPV RYHU WKH SHULRG
- :H DQDO\]H WKH VHQVLWLYLW\ RI XQGHU- DQG RYHU- LQYHVWPHQW WR IUHH FDVK IORZ
DFURVVJURXSVRIILUPVVRUWHGDFFRUGLQJWRGLIIHUHQWFKDUDFWHULVWLFV,QGRLQJVRZHDGRSWWKH
IUDPHZRUN SURSRVHG E\ 5LFKDUGVRQ  WR FRQVWUXFW ILUP-OHYHO XQGHU- DQG RYHU-
                                                             
3 +HUHDIWHU, we define over-investment (under-investment) as investment expenditure beyond (below) its 
optimal level. We therefore refer to both under- and over-investment as abnormal investment. In addition, ZH
DUJXH WKDW WKH VHQVLWLYLW\ RI DEQRUPDO LQYHVWPHQW WR IUHH FDVK IORZ FDQ EH VHHQ DV HYLGHQFH RI LQYHVWPHQW
LQHIILFLHQF\GXHWRILQDQFLDOFRQVWUDLQWVDQGRUDJHQF\SUREOHPV,WVKRXOGEHQRWHGWKDWWKHUHDUHRWKHUZD\VWR
PHDVXUH LQYHVWPHQW LQHIILFLHQF\ IRU LQVWDQFH &KHQ HW DO  IRFXV RQ WKH VHQVLWLYLW\ RI LQYHVWPHQW
H[SHQGLWXUHWR7RELQ¶V4 
4
 In the presence of soft budget constraints, state-owned enterprises are in fact always bailed out even if they 
suffer from chronic losses. 
 
LQYHVWPHQW DQG IUHH FDVK IORZPHDVXUHV 2XU HPSLULFDO UHVXOWV VKRZ WKDW D FRPELQDWLRQRI
ERWK ILQDQFLQJ FRQVWUDLQWV DQG DJHQF\ SUREOHPV H[SODLQV LQYHVWPHQW LQHIILFLHQF\ LQ WKH
XQLTXH &KLQHVH FRQWH[W ,Q SDUWLFXODU RXU ILQGLQJV DUH FRQVLVWHQW ZLWK WKH ILQDQFLDO
FRQVWUDLQWVK\SRWKHVLV )D]]DUL HWDOKLJKHUVHQVLWLYLWLHVRIXQGHU-LQYHVWPHQW WR IUHH
FDVKIORZDUHIRXQGIRUWKHILUPVZLWKFDVKIORZEHORZWKHLURSWLPDOOHYHOVZKLFKDUHPRUH
OLNHO\ WR IDFH ILQDQFLQJ FRQVWUDLQWV 2XU UHVXOWV DUH DOVR LQ OLQH ZLWK WKH DJHQF\ FRVWV
K\SRWKHVLV-HQVHQKLJKHUVHQVLWLYLWLHVRIRYHU-LQYHVWPHQWWRIUHHFDVKIORZDUHVSRWWHG
LQ ILUPV ZLWK FDVK IORZ DERYH WKHLU RSWLPDO OHYHOV ZKLFK DUH PRUH OLNHO\ WR VXIIHU IURP
DJHQF\ SUREOHPV 7KHVH UHVXOWV DUH UREXVW WR WKH XVH RI DOWHUQDWLYH PHDVXUHV RI DEQRUPDO
LQYHVWPHQW DQG IUHH FDVK IORZ RI GLIIHUHQW HVWLPDWLRQ PHWKRGRORJLHV DQG RI YDULRXV
DOWHUQDWLYHFULWHULDWRGHILQHILQDQFLDOFRQVWUDLQWVDQGDJHQF\FRVWV 
7KH UHPDLQGHU RI WKH SDSHU LV ODLG RXW DV IROORZV 6HFWLRQ  GHYHORSV WHVWDEOH
K\SRWKHVHV UHJDUGLQJ ILUPV¶ LQYHVWPHQW EHKDYLRU DQG LWV UHODWLRQVKLS ZLWK ILQDQFLDO
FRQVWUDLQWV DQG DJHQF\ SUREOHPV 6HFWLRQ  LOOXVWUDWHV WKH PHWKRGRORJ\ ZH XVH WR PHDVXUH
DEQRUPDO LQYHVWPHQWDQG IUHH FDVK IORZ6HFWLRQSUHVHQWV RXUEDVHOLQHVSHFLILFDWLRQVDQG
HVWLPDWLRQ PHWKRGRORJ\ 6HFWLRQ  GHVFULEHV WKH PDLQ IHDWXUHV RI WKH GDWD DQG SUHVHQWV
VXPPDU\ VWDWLVWLFV 6HFWLRQGLVFXVVHV DQGH[DPLQHV RXUPDLQ HPSLULFDO UHVXOWV DQG VRPH
UREXVWQHVV WHVWV 6HFWLRQ  DQDO\]HV WKH H[WHQW WR ZKLFK KHWHURJHQHLW\ LQ WKH GHJUHH RI
ILQDQFLQJFRQVWUDLQWVDQGDJHQF\FRVWV IDFHGE\ ILUPVDIIHFWV WKHVHQVLWLYLWLHVRIXQGHU-DQG
RYHU-LQYHVWPHQWWRIUHHFDVKIORZ6HFWLRQFRQFOXGHV 
 
2. 'HYHORSPHQWRIK\SRWKHVHV 
,Q DSHUIHFWDQGFRPSOHWHFDSLWDOPDUNHW LQYHVWPHQWGHFLVLRQVDUHQRWDIIHFWHGE\ WKHZD\
ILUPVILQDQFHWKHPVHOYHV0RGLJOLDQL	0LOOHUVXJJHVWLQJWKDWLQRUGHUWRPD[LPL]H
WKHLUYDOXHILUPVZLOOLPSOHPHQWLQYHVWPHQWSURMHFWVXQWLOWKHLUPDUJLQDOUHYHQXHHTXDOVWKHLU
PDUJLQDO FRVW +RZHYHU VXEVWDQWLDO HPSLULFDO HYLGHQFH KDV GRFXPHQWHG D VLJQLILFDQWO\
SRVLWLYH FRUUHODWLRQ EHWZHHQ FDVK IORZ DQG LQYHVWPHQW H[SHQGLWXUH )D]]DUL HW DO 
+XEEDUG&OHDU\&XPPLQJHWDO%RQG	9DQ5HHQHQ7KHUHDVRQ
IRUWKHH[LVWHQFHRIWKLVSRVLWLYHUHODWLRQUHPDLQVKRZHYHUFRQWURYHUVLDO 
)LUVW WKHUH H[LVWV FRQVLGHUDEOH HYLGHQFH WR VXJJHVW WKDW WKH SRVLWLYH FRUUHODWLRQ
EHWZHHQ LQYHVWPHQW DQG FDVK IORZ VWHPV IURP DV\PPHWULF LQIRUPDWLRQ EHWZHHQ FRUSRUDWH
LQVLGHUV DQG RXWVLGH FUHGLWRUV 0\HUV 	 0DMOXI  )D]]DUL HW DO  &DUSHQWHU 	
*XDULJOLD7KLVFDQEHH[SODLQHGFRQVLGHULQJWKDWZKHQH[WHUQDOILQDQFHVXFKDVEDQN
ORDQVGHEWDQGHTXLW\DUHXVHGWKHLPSHUIHFWLRQVLQFDSLWDOPDUNHWVOHDGWRDFRVWSUHPLXP
 
7KHFRVWDQGRUDYDLODELOLW\RIH[WHUQDOIXQGVIRUFHILUPVWRXVHLQWHUQDOILQDQFHOLNHUHWDLQHG
HDUQLQJV LQ SUHIHUHQFH WR H[WHUQDO ILQDQFH ,Q WKHVH FLUFXPVWDQFHV ILQDQFLDOO\ FRQVWUDLQHG
ILUPV PD\ KDYH WR IRUHJR JRRG LQYHVWPHQW SURMHFWV WR DYRLG WKH H[FHVVLYHO\ KLJK FRVW
SUHPLXPV DVVRFLDWHG ZLWK WKH XVH RI H[WHUQDO ILQDQFH 7KXV ZKHQ ILUPV IDFH ILQDQFLDO
FRQVWUDLQWV QHJDWLYH FDVK IORZ VKRFNV PD\ OHDG WR XQGHU-LQYHVWPHQW$ KLJK VHQVLWLYLW\ RI
XQGHU-LQYHVWPHQWWRIUHHFDVKIORZFDQWKHUHIRUHEHVHHQDVHYLGHQFHRIILQDQFLDOFRQVWUDLQWV
:HUHIHUWRWKLVDVWKHILQDQFLQJFRQVWUDLQWV)&K\SRWKHVLV+ 
 
+)LQDQFLQJ&RQVWUDLQWV)&+\SRWKHVLV)LUPVZKLFKDUHH[-DQWHPRUHOLNHO\WR
IDFHILQDQFLQJFRQVWUDLQWVH[KLELWKLJKHUVHQVLWLYLWLHVRIXQGHU-LQYHVWPHQWWRIUHHFDVK
IORZ 
 
6HFRQG WKH SRVLWLYH FRUUHODWLRQ EHWZHHQ LQYHVWPHQW DQG FDVK IORZ PD\ UHIOHFW WZR
W\SHVRIDJHQF\SUREOHPVWKRVHEHWZHHQFRQWUROOLQJVKDUHKROGHUDQGPLQRULW\LQYHVWRUVDQG
WKRVHEHWZHHQPDQDJHUVDQGVKDUHKROGHUV-HQVHQ6WXO]3DZOLQD	5HQQHERRJ
 ,Q WKH &KLQHVH FRQWH[W JLYHQ WKH ZHDN OHJDO V\VWHP WKH KLJK UHVWULFWLRQ RI VKDUH
WUDGLQJDQGWKHSUHYDOHQFHRIGRPLQDQWVKDUHKROGHUVWKHILUVWW\SHRIDJHQF\SUREOHPVKDV
EHHQ IRXQG WR EH SUHYDOHQW /LX 	 /X  -LDQJ HW DO  7KH ULVN RI FRQWUROOLQJ
VKDUHKROGHUVH[SURSULDWLQJUHVRXUFHVIURPPLQRULW\LQYHVWRUVWXQQHOLQJLVLQIDFWVHYHUH$V
DUHVXOWFRQWUROOLQJVKDUHKROGHUVDUHOLNHO\WRPDNHVHOI-LQWHUHVWHGDQGHQWUHQFKHGGHFLVLRQV
DQG SUHIHU WR VSHQG WKH ILUP¶V IUHH FDVK IORZ RQ XQSURILWDEOH SURMHFWV UDWKHU WKDQ SD\LQJ
GLYLGHQGVWRVKDUHKROGHUVUHVXOWLQJLQRYHU-LQYHVWPHQW,QVXPPDU\ZKHQILUPVIDFHDJHQF\
SUREOHPV DQG LQ SDUWLFXODU DUH PRUH OLNHO\ WR EH VXEMHFW WR WXQQHOLQJ WKH PRUH IUHH FDVK
IORZ WKH\ KDYH WKH PRUH WKH\ SUHIHU WR LQYHVW ZKLFK FRXOG OHDG WR RYHU-LQYHVWPHQW $
SRVLWLYHUHODWLRQVKLSEHWZHHQRYHU-LQYHVWPHQWDQGIUHHFDVKIORZFDQKHQFHEHLQWHUSUHWHGDV
HYLGHQFH RI WKH SUHVHQFH RI DJHQF\ SUREOHPV :H UHIHU WR WKLV DV WKH DJHQF\ FRVWV $&
K\SRWKHVLV+ 
 
+ $JHQF\ &RVW $& +\SRWKHVLV )LUPV ZKLFK DUH H[-DQWH PRUH OLNHO\ WR IDFH
DJHQF\SUREOHPVH[KLELWKLJKHUVHQVLWLYLWLHVRIRYHU-LQYHVWPHQWWRIUHHFDVKIORZ 
 
7DNHQ WRJHWKHU ILQDQFLDO FRQVWUDLQWV DQG DJHQF\ SUREOHPV FDQ SUHYHQW ILUPV IURP
PDNLQJRSWLPDOLQYHVWPHQWGHFLVLRQV ,QRWKHUZRUGVERWKILQDQFLDOFRQVWUDLQWVDQGDJHQF\
SUREOHPVPD\LQFUHDVHWKHVHQVLWLYLW\RILQYHVWPHQWH[SHQGLWXUHWRIUHHFDVKIORZDQGLQGXFH
LQYHVWPHQW LQHIILFLHQF\ 7R GLVFULPLQDWH EHWZHHQ WKHVH WZR VFHQDULRV ZLWKLQ WKH &KLQHVH
 
FRQWH[W ZH WHVW K\SRWKHVHV + DQG + %RWK K\SRWKHVHV DUH IRFXVHG RQ WKH VHQVLWLYLW\ RI
DEQRUPDO LQYHVWPHQW WR IUHH FDVK IORZ ZKLFK LV GHILQHG DV WKH FDVK IORZ EH\RQG ZKDW LV
UHTXLUHGWRPDLQWDLQDVVHWVDQGILQDQFHH[SHFWHGQHZLQYHVWPHQWV5LFKDUGVRQ,QWKH
WZR VHFWLRQV WKDW IROORZ ZH RXWOLQH WKH PHWKRGRORJ\ WKDW ZH DGRSW WR WHVW WKHVH WZR
K\SRWKHVHV 
 
3. 0HWKRGRORJ\XVHGWRPHDVXUHDEQRUPDOLQYHVWPHQWDQGIUHHFDVKIORZ 
 
$IUDPHZRUNWRPHDVXUHDEQRUPDOLQYHVWPHQWDQGIUHHFDVKIORZ 
:H PHDVXUH ERWK XQGHU- DQG RYHU-LQYHVWPHQW DEQRUPDO LQYHVWPHQW DQG  IUHH FDVK IORZ
)&) XVLQJ 5LFKDUGVRQ¶V  DFFRXQWLQJ-EDVHG IUDPHZRUN )LJ RXWOLQHV RXU
PHWKRGRORJ\ 
7RWDOLQYHVWPHQW,BWRWDOLWLVGHILQHGDVFDSLWDOH[SHQGLWXUHOHVVUHFHLSWVIURPWKHVDOH
RI SURSHUW\ SODQW DQG HTXLSPHQW5 ,BWRWDOLW FDQ EH GHFRPSRVHG LQWR WZR PDLQ SDUWV QHZ
LQYHVWPHQWH[SHQGLWXUH,BQHZLWDQGUHTXLUHGLQYHVWPHQWH[SHQGLWXUHWRPDLQWDLQDVVHWVLQ
SODFH,BPDLQi,tZKLFKLVJLYHQE\WKHVXPRIDPRUWL]DWLRQDQGGHSUHFLDWLRQ 
>,QVHUW)LJ@ 
1HZ LQYHVWPHQW H[SHQGLWXUH ,BQHZLW FDQ EH IXUWKHU VSOLW LQWR WZR FRPSRQHQWV
H[SHFWHGLQYHVWPHQWH[SHQGLWXUHLQQHZSRVLWLYH139SURMHFWV,HBQHZLWZKLFKLVGHVFULEHG
LQWKHQH[WVXE-VHFWLRQDQGXQH[SHFWHGLQYHVWPHQWRUDEQRUPDOLQYHVWPHQWXQGHU-RURYHU-
LQYHVWPHQW,XBQHZLW 
:H WKHQ GHILQH ILUPV¶ RSWLPDO OHYHO RI FDVK IORZ DV WKH VXP RI PDLQWHQDQFH
LQYHVWPHQW,BPDLQi,tDQGH[SHFWHGLQYHVWPHQWH[SHQGLWXUH,HBQHZLW)UHHFDVKIORZ)&)
LV FRPSXWHG E\ VXEWUDFWLQJ WKH RSWLPDO OHYHO RI FDVK IORZ ,BPDLQi,t  ,HBQHZLW IURP QHW
FDVK IORZ IURP RSHUDWLQJ DFWLYLWLHV &)26 $FFRUGLQJO\ )&) FDQ EH HLWKHU SRVLWLYH RU
QHJDWLYHGHSHQGLQJRQZKHWKHUQHW FDVK IORZIURPRSHUDWLQJDFWLYLWLHV &)2H[FHHGV WKH
RSWLPDOOHYHORIFDVKIORZ 
 
 
                                                             
5
 It should be noted that Richardson (2006) also includes acquisitions and Research and Development (R&D) 
expenditure in his proxy for total investment. We chose to use a more parsimonious proxy for two reasons. The 
first is that capital expenditure is generally used in the finance and economics literatures as a proxy for 
investment (Hubbard, 1998). The second is that R&D expenditure is not available in our data. Contrary to us, 
Richardson (2006) also includes R&D expenditures in his proxy for free cash flow. 
6
 The reason why we deduct expected investment expenditure (Ie_newi,t) rather than actual CAPEX to calculate 
FCF is because actual CAPEX can be influenced by financial constraints or agency costs. 
 
 
'\QDPLFH[SHFWDWLRQPRGHOVRILQYHVWPHQWH[SHQGLWXUH 
)ROORZLQJ5LFKDUGVRQDG\QDPLFLQYHVWPHQWH[SHFWDWLRQPRGHOLVXVHGWRSUHGLFWWKH
H[SHFWHG LQYHVWPHQW H[SHQGLWXUH LQ QHZ SRVLWLYH 139 SURMHFWV ,HBQHZLW ZKLFK FDQ EH
LQWHUSUHWHGDVWKHRSWLPDOOHYHORILQYHVWPHQWH[SHQGLWXUH76SHFLILFDOO\GHQRWLQJZLWK,BQHZ
WKH ILUP¶V QHZ LQYHVWPHQW H[SHQGLWXUH ZLWK 4 7RELQ¶V 4 LWV PDUNHW-WR-ERRN UDWLR8ZLWK
&DVKLWVUDWLRRIFDVKDQGFDVKHTXLYDOHQWVWRWRWDODVVHWVZLWK6L]HWKHQDWXUDOORJDULWKPRI
LWVWRWDODVVHWVZLWK$JHWKHQXPEHURI\HDUVHODSVHGVLQFHLWVOLVWLQJZLWK52$LWVUHWXUQRQ
DVVHWV9DQGZLWK/HYHUDJH WKHUDWLRRI LWVVKRUW-WHUPDQGORQJ-WHUPGHEW WR WRWDODVVHWVZH
HVWLPDWHWKHIROORZLQJHTXDWLRQ ܫ ?݊݁ݓ௜ǡ௧ ൌ ܽ଴ ൅ ܽଵܫ ?݊݁ݓ௜ǡ௧ିଵ ൅ ܽଶܥܽݏ݄௜ǡ௧ିଵ ൅ ܽଷܳ௜ǡ௧ିଵ ൅ ܽସܵ݅ݖ݁௜ǡ௧ିଵ ൅ ܽହܣ݃݁௜ǡ௧ିଵ൅ ܽ଺ܴܱܣ௜ǡ௧ିଵ ൅ ܽ଻ܮ݁ݒ݁ݎܽ݃݁௜ǡ௧ିଵ ൅ ݒ௜ ൅ ݒ௧ ൅ ݒ௝ ൅ ݒ௣ ൅ ݒ௝ǡ௧ ൅ ߝ௜ǡ௧ሺ ?ሻ 
ZKHUH WKH VXEVFULSW L LQGH[HV ILUPV W LQGH[HV \HDUV W - M LQGXVWULHV DQG S
SURYLQFHV :H XVH D G\QDPLF PRGHO WR DOORZ IRU D SDUWLDO DGMXVWPHQW PHFKDQLVP DQG WR
FRQWURO IRU XQREVHUYHG IDFWRUV QRW LQFOXGHG DPRQJ RWKHU UHJUHVVRUV :H ODJ DOO RXU
LQGHSHQGHQWYDULDEOHVH[FHSW$JHWRDOOHYLDWHWKHVLPXOWDQHLW\LVVXH3RON	6DSLHQ]D
'XFKLQHWDO 
7KHHUURUWHUPLQ(TLVPDGHXSRIILYHFRPSRQHQWVYLLVDILUP-VSHFLILFHIIHFWYW
D WLPH-VSHFLILF HIIHFWZKLFKZHFRQWURO IRUE\ LQFOXGLQJ WLPHGXPPLHV FDSWXULQJEXVLQHVV
F\FOH HIIHFWV YM LV DQ LQGXVWU\-VSHFLILF HIIHFW ZKLFK ZH WDNH LQWR DFFRXQW E\ LQFOXGLQJ
LQGXVWU\ GXPPLHV YS LV D SURYLQFH-VSHFLILF HIIHFW FDSWXULQJ XQHYHQ GHYHORSPHQWV DFURVV
GLIIHUHQWSURYLQFHVZKLFKZHFRQWUROIRUE\LQFOXGLQJSURYLQFHGXPPLHVDQGYMWWDNHVLQWR
DFFRXQW LQGXVWU\-VSHFLILFEXVLQHVVF\FOHVZKLFKZHFRQWUROE\ LQFOXGLQJ LQGXVWU\GXPPLHV
LQWHUDFWHGZLWKWLPHGXPPLHV)LQDOO\HLWLVDQLGLRV\QFUDWLFFRPSRQHQW 
(VWLPDWHV RI (T  REWDLQHG XVLQJ WKH IL[HG-HIIHFWV HVWLPDWRU )H DQG WKH V\VWHP
*00HVWLPDWRU%OXQGHOO	%RQGDUHSUHVHQWHGDQGGLVFXVVHGLQWKH$SSHQGL[7KH
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 All investment expenditure variables are scaled by total assets. 
8
 The shares of listed firms in China can be either tradable or non-tradable. Following the literature (Chen et al. 
2011; Huang et al. 2011)ZHFDOFXODWH7RELQ¶VQ as the sum of the market value of tradable stocks, the book 
value of non-tradable stocks, and the market value of net debt divided by the book value of total assets. Our 
results were robust to using tKHJURZWKRIUHDOVDOHVLQVWHDGRI7RELQ¶V4WRSUR[\IRULQYHVWPHQWRSSRUWXQLWLHV
.RQLQJV HW DO  7KLV WHVW LV PRWLYDWHG E\ WKH IDFW WKDW LQ WKH &KLQHVH FRQWH[W 7RELQ¶V 4 PD\ EH DQ
LPSHUIHFWPHDVXUHRILQYHVWPHQWRSSRUWXQLWLHV 
9
 As firms in a less developed market may not make investment decisions based on market valuation (Wang et 
al. 2009), contrary to Richardson (2006), we use the return on assets (ROA) instead of stock returns in our 
dynamic investment model. See the Appendix for complete definitions of all variables. 
 
ILWWHGYDOXHVRI(TFDQEHLQWHUSUHWHGDVDSUR[\IRURSWLPDOLQYHVWPHQW,HBQHZLW107KH
GLIIHUHQFHEHWZHHQUHDO LQYHVWPHQWDQGRSWLPDOLQYHVWPHQW,XBQHZLWLV WKHQFRPSXWHGDQG
LQWHUSUHWHG DV XQH[SHFWHG LQYHVWPHQW ,XBQHZLW FDQ EH HLWKHU SRVLWLYH RU QHJDWLYH
FRUUHVSRQGLQJWRRYHU-LQYHVWPHQWRUXQGHU-LQYHVWPHQWUHVSHFWLYHO\ 
:H QH[W WHVW ZKHWKHU WKHUH H[LVWV D VWDWLVWLFDOO\ VLJQLILFDQW UHODWLRQVKLS EHWZHHQ
DEQRUPDO LQYHVWPHQW DQG )&) DQG LI LW GRHV ZKHWKHU LW VWHPV IURP ILQDQFLQJ FRQVWUDLQWV
DQGRUDJHQF\FRVWV 
 
4. %DVHOLQHVSHFLILFDWLRQV 
 
4.1.0DLQVSHFLILFDWLRQ 
7R DQDO\]H WKH VHQVLWLYLWLHV RI XQGHU- RU RYHU-LQYHVWPHQW WR IUHH FDVK IORZ ZH LQLWLDOO\
HVWLPDWHWKHIROORZLQJUHJUHVVLRQ 
 ܫ௨ ?݊݁ݓ௜ǡ௧ ൌ ܽ଴ ൅ ܽଵܦݑ݉ி஼ிவ଴ ൅ ܽଶܨܥܨ௜ǡ௧ כ ܦݑ݉ி஼ிழ଴ ൅ ܽଷܨܥܨ௜ǡ௧ כ ܦݑ݉ி஼ிவ଴ ൅ ݒ௜ ൅ ݒ௧ ൅ ߝ௜ǡ௧ሺ ?ሻ 

:HSDUWLWLRQILUP-\HDUV LQWRWKRVHFKDUDFWHUL]HGE\RYHU-LQYHVWPHQWRUXQGHU-LQYHVWPHQWRQ
WKHEDVLVRIWKHLU,XBQHZLW0RUHVSHFLILFDOO\RYHU-LQYHVWLQJXQGHU-LQYHVWLQJILUPVDUHWKRVH
ZKR KDYH SRVLWLYH QHJDWLYH DEQRUPDO LQYHVWPHQW ,XBQHZLW:H WKHQ LQYHVWLJDWH ZKHWKHU
WKHVHQVLWLYLW\RI,XBQHZi,t WR)&)GLIIHUVIRUILUPVIDFLQJSRVLWLYHDQGQHJDWLYH)&)ZKHUHE\
WKHIRUPHUDUHPRUHOLNHO\WREHDIIHFWHGE\DJHQF\SUREOHPVZKLOHWKHODWWHUDUHPRUHOLNHO\
WR VXIIHU IURP ILQDQFLQJ FRQVWUDLQWV 11  7R WKLV HQG ZH LQWHUDFW )&) ZLWK WKH GXPP\
'XP)&)!'XP)&)ZKLFKLVHTXDOWRLIWKHILUPKDVSRVLWLYHQHJDWLYHIUHHFDVKIORZ
DQGRWKHUZLVH,QDFFRUGDQFHZLWKWKHILQDQFLQJFRQVWUDLQWVK\SRWKHVLV+ZHH[SHFWD
WR EH SRVLWLYH DQG SUHFLVHO\ GHWHUPLQHG IRU XQGHU-LQYHVWLQJ ILUPV ZKLOH LQ OLQH ZLWK WKH
DJHQF\FRVWVK\SRWKHVLV+DVKRXOGEHSRVLWLYHDQGVLJQLILFDQWIRURYHU-LQYHVWLQJILUPV12
:HDOVRLQFOXGHWKHGXPP\'XP)&)!LQWKHUHJUHVVLRQWRDFFRXQWIRUWKHGLUHFWHIIHFWWKDWLW
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 All our results were robust to estimating a more parsimonious version of Eq. (1) only including lagged 
investment, Q, and the dummies. 
11
 Because free cash flow is defined as operating cash flow net of depreciation and amortization and net of 
Ie_newi,t, positive sensitivities of abnormal investment to free cash flow are unlikely to be caused by free cash 
flow picking up investment opportunities. Our results were generally robust to estimating a dynamic version of 
Eq. (2) and Eq. (3). 
12
 It is important to note that the same firm may face both financial constraints and agency costs at the same time. 
However, we believe that financing constraints are more pronounced for under-investing firms with negative 
free cash flow, and that agency costs are more pronounced for over-investing firms with positive free cash flow. 
See footnotes 21 and 27 for a further discussion of this point. 
 
PLJKWKDYHRQFRUSRUDWHLQYHVWPHQW)LQDOO\ZHFRQWUROIRUEXVLQHVVF\FOHHIIHFWV13 
 
$UHXQGHU-RURYHU-LQYHVWPHQW-IUHHFDVKIORZVHQVLWLYLWLHVGXHWRILQDQFLDOFRQVWUDLQWVRU
DJHQF\FRVWV" 
7R IXUWKHU WHVW IRU WKH ILQDQFLDO FRQVWUDLQWV )& K\SRWKHVLV RI XQGHU-LQYHVWPHQW DQG WKH
DJHQF\FRVWV$&K\SRWKHVLVRIRYHU-LQYHVWPHQWZHQH[WHVWLPDWHWKHIROORZLQJUHJUHVVLRQ 
 ܫݑ ?݊݁ݓ௜ǡ௧ ൌ ܽ଴ ൅ ܽଵܦݑ݉ ൅ ܽଶܨܥܨ௜ǡ௧ כ ܦݑ݉ ൅ ܽଷܨܥܨ௜ǡ௧ כ ሺ ? െ ܦݑ݉ሻ ൅ ݒ௜ ൅ ݒ௧ ൅ ߝ௜ǡ௧ 
ZKHUH'XP UHSUHVHQWVDGXPP\SUR[\LQJ IRU WKHGHJUHHRI ILQDQFLDOFRQVWUDLQWVRUDJHQF\
FRVWVIDFHGE\ILUPV6SHFLILFDOO\ZHVHSDUDWHILUPVLQWRGLIIHUHQWJURXSVRQWKHEDVLVRIWKHLU
D SULRUL OLNHOLKRRG RI IDFLQJ ILQDQFLDO FRQVWUDLQWV RU DJHQF\ SUREOHPV PHDVXUHG XVLQJ
GLIIHUHQWFULWHULDZLWKWKHDLPRILQYHVWLJDWLQJWKHH[WHQWWRZKLFKGLIIHUHQWJURXSVRIILUPV
KDYH GLIIHUHQW VHQVLWLYLWLHV RI XQGHU- DQG RYHU-LQYHVWPHQW WR IUHH FDVK IORZ 7KHVH IXUWKHU
WHVWV VKRXOG HQDEOH XV WR VKHG PRUH OLJKW RQ ZKHWKHU WKH ILQDQFLQJ FRQVWUDLQWV DQG DJHQF\
FRVWVK\SRWKHVHVFDQH[SODLQLQYHVWPHQWLQHIILFLHQF\LQWKH&KLQHVHFRQWH[W:HHVWLPDWH(T
 DQG (T  XVLQJ WKH IL[HG HIIHFWV )H HVWLPDWRU WR FRQWURO IRU WLPH-LQYDULDQW ILUP-
VSHFLILFKHWHURJHQHLW\14 
 
0DLQIHDWXUHVRIWKHGDWDDQGGHVFULSWLYHVWDWLVWLFV 
 
7KHGDWDVHW
 
7KHGDWDXVHGLQWKLVSDSHUDUHGUDZQIURPWKH&KLQD6WRFN0DUNHWDQG$FFRXQWLQJ5HVHDUFK
&60$5 'DWDEDVH DQG &KLQD &HQWHU IRU (FRQRPLFV 5HVHDUFK &&(5 'DWDEDVH 7KH\
FRYHU&KLQHVHFRPSDQLHV WKDW LVVXH$-VKDUH VWRFNVRQHLWKHU WKH6KDQJKDL6WRFN([FKDQJH
6+6(RUWKH6KHQ]KHQ6WRFN([FKDQJH6=6(GXULQJWKHSHULRG-:HH[FOXGH
ILQDQFLDOLQVWLWXWLRQVVLQFHWKHRSHUDWLQJLQYHVWLQJDQGILQDQFLQJDFWLYLWLHVRIWKHVHILUPVDUH
GLVWLQFWIURPRWKHUV:HIXUWKHUZLQVRUL]HREVHUYDWLRQVLQWKHRQHSHUFHQWWDLOVIRUWKHPDLQ
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 We do not include industry- and province-specific effects in Eq. (2) and Eq. (3) because we estimate these 
equations using a fixed-effects estimator and these effects would be cancelled out through the differencing 
process. Furthermore, industry-specific business cycle effects do not appear in Eq. (2) and Eq. (3) because some 
of the dummies take on the value 1 for all observations in a cluster, and 0 otherwise (a singleton indicator). This 
causes singular outer-product-of-gradients (OPG) variance matrices in computing the robust standard errors, 
which therefore makes it impossible to compute an overall model F-statistic.  
14 The key variables in Eq. (2) and Eq. (3) (unexpected investment and free cash flow) are constructed using the 
residuals from the estimation of Eq. (1). For this reason, they can be considered as exogenous, which justifies 
the use of a fixed-effects estimator. 
 
UHJUHVVLRQYDULDEOHVWRPLQLPL]HWKHSRWHQWLDOLQIOXHQFHRIRXWOLHUV)LQDOO\ZHGURSDOOILUPV
ZLWK OHVV WKDQ WKUHH \HDUV RI FRQVHFXWLYH REVHUYDWLRQV$OO YDULDEOHV DUH GHIODWHG XVLQJ WKH
JURVVGRPHVWLFSURGXFW*'3GHIODWRU1DWLRQDO%XUHDXRI6WDWLVWLFVRI&KLQD 
2XUILQDOSDQHOFRQVLVWVRIOLVWHGILUPVZKLFKFRUUHVSRQGVWR22,373ILUP-\HDU
REVHUYDWLRQV 7KH QXPEHU RI ILUP-\HDU REVHUYDWLRQV RI HDFK ILUP YDULHV IURP WKUHH WR
VHYHQWHHQ ZLWK QXPEHU RI REVHUYDWLRQV YDU\LQJ IURP D PLQLPXP RI 576 in 1998 to a 
maximum of 2,026 in 2012.15  
 
,QLWLDOVXPPDU\VWDWLVWLFV 
,Q RUGHU WR VWXG\ WKH UHODWLRQVKLS EHWZHHQ DEQRUPDO XQGHU- RU RYHU- LQYHVWPHQW DQG IUHH
FDVK IORZ ZH SDUWLWLRQ ILUP-\HDUV LQWR  VXE-JURXSV *URXS  XQGHU-LQYHVWLQJ ILUPV ZLWK
QHJDWLYH)&)*URXSXQGHU-LQYHVWLQJILUPVZLWKSRVLWLYH)&)*URXSRYHU-LQYHVWLQJ
ILUPV ZLWK SRVLWLYH )&) DQG *URXS  RYHU-LQYHVWLQJ ILUPV ZLWK QHJDWLYH )&) 7KHVH
JURXSV DUH LOOXVWUDWHG LQ )LJ  0HDQV DQG PHGLDQV IRU WKH HQWLUH VDPSOH DQG IRXU VXE-
VDPSOHVEDVHGRQWKHLUDEQRUPDOLQYHVWPHQWVDQGIUHHFDVKIORZDUHSUHVHQWHGLQ7DEOH 
,W FDQ EH VHHQ WKDW UHODWLYH WR WRWDO DVVHWV WKH DYHUDJH WRWDO LQYHVWPHQW DQG QHZ
LQYHVWPHQWH[SHQGLWXUHLQRXUVDPSOHDUHUHVSHFWLYHO\DQG7KLVVXJJHVWVWKDWQHZ
LQYHVWPHQW UHSUHVHQWV D ODUJH SRUWLRQ RI WRWDO LQYHVWPHQW DURXQG  0RUHRYHU WKH
DYHUDJHIUHHFDVKIORZIRUDOOILUP-\HDUVREVHUYDWLRQVLV-7KLVVPDOOYDOXHPLJKWVXJJHVW
WKDW OLVWHG ILUPV LQ &KLQD DUH VKRUW RI IUHH FDVK IORZ ZKLFK FRXOG EH GXH WR ILQDQFLDO
FRQVWUDLQWV 
>,QVHUW7DEOHDQG)LJ@ 
,QWHUHVWLQJO\ WKH WRWDO QHZ LQYHVWPHQW IRU *URXS  XQGHU-LQYHVWLQJ ILUPV ZLWK
SRVLWLYH)&)LVQHJDWLYH7KLVKDSSHQVEHFDXVHWKHGHSUHFLDWLRQSOXVDPRUWL]DWLRQRIILUPV
LQWKLVJURXSH[FHHGVWKHLUWRWDOLQYHVWPHQW'HSUHFLDWLRQDQGDPRUWL]DWLRQFDQEHFRQVLGHUHG
DV QRQ-FDVK H[SHQVHV LI ILUPV DUH SURILWDEOH WKH\ PLJKW DFFHOHUDWH GHSUHFLDWLRQ DQG
DPRUWL]DWLRQLQRUGHUWRUHGXFHUHSRUWHGSURILWV 
&RPLQJWRXQH[SHFWHGLQYHVWPHQWDQGIUHHFDVKIORZZHREVHUYHWKDWILUPVLQ*URXS
 XQGHU-LQYHVWLQJ ILUPV ZLWK QHJDWLYH )&) KDYH WKH KLJKHVW QHJDWLYH XQH[SHFWHG
LQYHVWPHQWV DQG QHJDWLYH IUHH FDVK IORZ ZKLFK LV LQ OLQH ZLWK WKH K\SRWKHVLV DFFRUGLQJ WR
ZKLFK GXH WR ILQDQFLDO FRQVWUDLQWV ILUPV ZLWK QHJDWLYH )&) WHQG WR XQGHU-LQYHVW $V IRU
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 See Tables A1 and A2 in the Appendix for details on the structure of our sample. Around 18 percent of firms 
have the full 17-year observations. Our panel is unbalanced, allowing for both entry and exit. This can be seen 
as evidence of dynamism and may reduce potential selection and survivor bias. 
 
ILUPV LQ *URXS  RYHU-LQYHVWLQJ ILUPV ZLWK SRVLWLYH )&) WKH\ KDYH WKH VHFRQG KLJKHVW
SRVLWLYH XQH[SHFWHG LQYHVWPHQW DQG WKH KLJKHVW IUHH FDVK IORZ ZKLFK LV LQ OLQH ZLWK WKH
K\SRWKHVLV DFFRUGLQJ WR ZKLFK ILUPV ZLWK SRVLWLYH )&) WHQG WR RYHU-LQYHVW GXH WR DJHQF\
FRVWV 
$V IRU RWKHU ILQDQFLDO DQG RSHUDWLQJ YDULDEOHV WKH VWDWLVWLFV VKRZ WKDW FRPSDUHG WR
ILUPV LQ RWKHU JURXSV ILUPV LQ *URXS  XQGHU-LQYHVWLQJ ILUPV ZLWK QHJDWLYH )&) DUH
UHODWLYHO\\RXQJHUVPDOOHUDQGKDYHORZHU52$DQGKLJKFDVKUHVHUYHV7KLVFRXOGVXJJHVW
WKH SUHVHQFH RI ILQDQFLDO FRQVWUDLQWV 2Q WKH RWKHU KDQG ILUPV LQ *URXS  RYHU-LQYHVWLQJ
ILUPVZLWKSRVLWLYH)&)DUHUHODWLYHO\PDWXUHODUJHDQGKDYHKLJK7RELQ¶V4ZKLFKPLJKW
VXJJHVWKLJKHUDJHQF\SUREOHPV16 
)LQDOO\ LW LV LQWHUHVWLQJ WR QRWH WKDW WKH QXPEHU RI ILUP-\HDUV LQ *URXS  
REVHUYDWLRQV LV ODUJHU WKDQ WKDW LQ *URXS   REVHUYDWLRQV VXJJHVWLQJ WKDW WKHUH DUH
PRUHILUPVIDFLQJILQDQFLDOFRQVWUDLQWVWKDQILUPVVXVFHSWLEOHWRDJHQF\SUREOHPV 
 
0DLQHPSLULFDOUHVXOWV 
 
%DVHOLQHUHVXOWV 
7DEOHSUHVHQWV WKHNH\UHVXOWV IURPWKHHVWLPDWLRQRI WKHUHODWLRQVKLSEHWZHHQXQGHU-DQG
RYHU-LQYHVWPHQW DQG QHJDWLYHSRVLWLYH IUHH FDVK IORZ REWDLQHG XVLQJ WKH IL[HG HIIHFWV
HVWLPDWRU(T&ROXPQVDQGDUHEDVHGRQHVWLPDWHVRI,XBQHZi,tREWDLQHGE\HVWLPDWLQJ
(T  ZLWK V\VWHP *00 :H REVHUYH WKDW WKH IUHH FDVK IORZ FRHIILFLHQWV DUH RQO\
VLJQLILFDQWO\SRVLWLYHDW WKHOHYHOIRUWKHXQGHU-LQYHVWLQJILUPVZLWKQHJDWLYHIUHHFDVK
IORZZKLFKDUHPRUHOLNHO\WRVXIIHUIURPILQDQFLQJFRQVWUDLQWV*URXSFROXPQDQGWKH
RYHU-LQYHVWLQJILUPVZLWKSRVLWLYHIUHHFDVKIORZZKLFKDUHPRUHOLNHO\WRVXIIHUIURPDJHQF\
SUREOHPV *URXSFROXPQ7KHVH ILQGLQJV VXSSRUWRXUK\SRWKHVHV+ DQG+6LPLODU
UHVXOWVDUHIRXQGLQFROXPQVDQGZKLFKDUHEDVHGRQHVWLPDWHVRI,XBQHZi,t REWDLQHGIURP
IL[HGHIIHFWVHVWLPDWHVRI(T17 
>,QVHUW7DEOH@ 
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 The p-values associated with the t-tests and the Wilcoxon rank-sum test show significant differences in these 
variables between firms in Group 1 and those in Group 3. 
17
 With the exception of columns 2 and 4, the p-values associated with the Wald tests show significant 
differences in the free cash flow coefficients between firms facing negative and positive FCF. Yet, in columns 2 
and 4, only the coefficient associated with FCF interacted with the dummy for FCF>0 is statistically significant.  
 
5REXVWQHVVWHVWV 
 
8VLQJDTXDQWLOHHVWLPDWRU 
7RWHVWWKHUREXVWQHVVRIRXUUHVXOWVZHHVWLPDWH(TXVLQJDTXDQWLOHHVWLPDWRUZLWKIL[HG
HIIHFWV6SHFLILFDOO\ZH UXQ VHSDUDWH UHJUHVVLRQV IRU WKH WK WK DQGWK TXDQWLOHVRI WKH
GLVWULEXWLRQRI,XBQHZLWDQGGLIIHUHQWLDWHWKH)&)FRHIILFLHQWVDFURVVILUPVZLWKQHJDWLYHDQG
SRVLWLYH)&)7KHDGYDQWDJHRIXVLQJWKLVHVWLPDWRULVWKDWLWHQDEOHVXVWRH[DPLQHKRZIUHH
FDVKIORZLQIOXHQFHVILUPV¶DEQRUPDOLQYHVWPHQWIRUILUPVZLWKGLIIHUHQWOHYHOVRIDEQRUPDO
LQYHVWPHQW7KHUHVXOWVZKLFKDUHUHSRUWHGLQFROXPQVWRRI7DEOHDUHLQOLQHZLWKRXU
SULRUILQGLQJVZHREVHUYHDSRVLWLYHDQGVLJQLILFDQWUHODWLRQVKLSEHWZHHQIUHHFDVKIORZDQG
DEQRUPDOLQYHVWPHQWVWURQJHUIRUWKHXQGHU-LQYHVWLQJILUPVZLWKQHJDWLYH)&)DQGWKHRYHU-
LQYHVWLQJILUPVZLWKSRVLWLYH)&) 
0RUH VSHFLILFDOO\ IRU XQGHU-LQYHVWLQJ ILUPV ZH REVHUYH D GHFUHDVLQJ WUHQG RI WKH
FRHIILFLHQWV DVVRFLDWHG ZLWK )&)'XP)&) ZKHQ ZH PRYH IURP WKH VPDOOHVW TXDQWLOH RI
DEQRUPDOLQYHVWPHQWWRWKHODUJHVW7KLVVXJJHVWVWKDWIRUILUPVZLWKIUHHFDVK
IORZEHORZWKHLURSWLPDOOHYHOPRUHXQGHU-LQYHVWPHQWJRHVKDQGLQKDQGZLWKKLJKHU)&)
VHQVLWLYLWLHV 
)RURYHU-LQYHVWLQJILUPVZHILQGHYLGHQFHRIDQLQFUHDVLQJWUHQGIRUWKHFRHIILFLHQWV
DVVRFLDWHGZLWK)&)'XP)&)!PRYLQJ IURP WKHVPDOOHVWTXDQWLOHRI DEQRUPDO LQYHVWPHQW
 WR WKH ODUJHVW 7KLV LQGLFDWHV WKDW IRU ILUPVZLWK IUHH FDVK IORZ DERYH WKHLU
RSWLPDO OHYHO PRUH RYHU-LQYHVWPHQW LV DFFRPSDQLHG E\ KLJKHU )&) VHQVLWLYLWLHV 7KH S-
YDOXHV DVVRFLDWHG ZLWK WKH WHVW IRU WKH HTXDOLW\ RI WKH IUHH FDVK IORZ FRHIILFLHQWV EHWZHHQ
ILUPVZLWKSRVLWLYHDQGQHJDWLYH)&) VKRZ WKDW WKHVHGLIIHUHQFHV DUH JHQHUDOO\ VLJQLILFDQW
7KLVFRQILUPVWKHUREXVWQHVVRIRXUSUHYLRXVUHVXOWV 
>,QVHUW7DEOH@ 
 
$OWHUQDWLYHZD\VRIPHDVXULQJXQGHU-RYHU-LQYHVWLQJILUPV 
%HUJVWUHVVHUQRWHVWKDWWKHGLVWLQFWLRQEHWZHHQXQGHU-LQYHVWPHQWDQGRYHU-LQYHVWPHQW
EDVHGRQ5LFKDUGVRQ¶VDSSURDFKPLJKWKDYHVRPHIODZVDVLQDG\QDPLFVHWWLQJH[-
SRVWDEQRUPDOLQYHVWPHQWPD\IROORZH[-DQWHDEQRUPDOLQYHVWPHQWFDXVLQJPHDQUHYHUVLRQ
7RWDNHWKLVSUREOHPLQWRDFFRXQWDVDIXUWKHUUREXVWQHVVWHVWSUHGLFWHGDEQRUPDOLQYHVWPHQW
LV REWDLQHG XVLQJ WKH ILWWHG YDOXHV IURP WKH PRGHO LQ (T  HVWLPDWHG LQ HDFK \HDU XVLQJ
2/6 7KH UHVXOWV UHSRUWHG LQ FROXPQV  DQG  RI 7DEOH  DUH FRQVLVWHQW ZLWK RXU SULRU
ILQGLQJVSRVLWLYHDQGVLJQLILFDQWFRHIILFLHQWVRQIUHHFDVKIORZDUHREVHUYHGRQO\IRUXQGHU-
 
LQYHVWLQJILUPVZLWKQHJDWLYH)&)DQGRYHU-LQYHVWLQJILUPVZLWKSRVLWLYH)&) 
$OWHUQDWLYHO\ ZH UDQN WKH YDOXHV RI ILUPV¶ DEQRUPDO LQYHVWPHQW ,XBQHZLW E\
PDJQLWXGH ZLWKLQ HDFK LQGXVWU\ DQG \HDU DQG FODVVLI\ D ILUP DV XQGHU-LQYHVWLQJ RYHU-
LQYHVWLQJZKHQ LWV DEQRUPDO LQYHVWPHQW OLHV DERYH EHORZ WKHPHGLDQRI WKHGLVWULEXWLRQ
7KHUHVXOWVUHSRUWHGLQFROXPQVDQGRI7DEOHFRQILUPRQFHDJDLQRXUK\SRWKHVHV 
)LQDOO\ZHXVHWKHDSSURDFKSURSRVHGE\%DWHVWRFRPSXWHXQGHU-DQGRYHU-
LQYHVWPHQW DQG IUHH FDVK IORZ )ROORZLQJ WKLV DSSURDFK ZH FRPSXWH WKH DEQRUPDO
LQYHVWPHQW IRUDJLYHQILUPLQDJLYHQ\HDU ,X¶BQHZLWDV WKHGLIIHUHQFHEHWZHHQ WKHILUP¶V
QHZ LQYHVWPHQW H[SHQGLWXUH ,BQHZLW DQG WKH LQGXVWU\ PHGLDQ OHYHO RI QHZ LQYHVWPHQW
,BQHZMW LQ WKDW \HDU 7KLV GLIIHUHQFH ,X¶BQHZLW FDQ EH HLWKHU SRVLWLYH RU QHJDWLYH
FRUUHVSRQGLQJ UHVSHFWLYHO\ WRRYHU-LQYHVWPHQWRUXQGHU-LQYHVWPHQW18$V IRU IUHHFDVK IORZ
)&)¶ZHFRPSXWH LW DV WKHGLIIHUHQFHEHWZHHQ FDVK IORZ JHQHUDWHG IURPDVVHWV LQSODFH
&)$,3,i,t IRU HDFK ILUP LQ HDFK \HDU DQG WKH LQGXVWU\ PHGLDQ OHYHO LQ WKDW VDPH \HDU
&)$,3M,t19$FFRUGLQJO\)&)¶FDQEHHLWKHUSRVLWLYHRUQHJDWLYH 
7RH[DPLQH WKHUHODWLRQVKLSEHWZHHQ WKHVHDOWHUQDWLYHPHDVXUHVRI XQGHU-RURYHU-
LQYHVWPHQWDQGIUHHFDVKIORZZHHVWLPDWHWKHIROORZLQJG\QDPLFYDULDQWRI(TZKHUH
'XP)&)¶!LVDGXPP\HTXDOWRLIWKHILUPKDVDSRVLWLYH)&)¶LWDQGRWKHUZLVH ܫ௨ᇱ ?݊݁ݓ௜ǡ௧ ൌ ܽ଴ ൅ ܽଵܫ௨ᇱ ?݊݁ݓ௜ǡ௧ିଵ ൅ ܽଶܦݑ݉ி஼ிᇱவ଴ ൅ ܽଷܨܥܨ௜ǡ௧ᇱ כ ܦݑ݉ி஼ிᇲழ଴൅ ܽସܨܥܨ௜ǡ௧ᇱ כ ܦݑ݉ி஼ிᇲவ଴ כ ൅ܽହܥܽݏ݄௜ǡ௧ିଵ ൅ ܽ଺ܳ௜ǡ௧ିଵ ൅ ܽ଻ܵ݅ݖ݁௜ǡ௧ିଵ ൅ ଼ܽܣ݃݁௜ǡ௧൅ ܽଽܴܱܣ௜ǡ௧ିଵ ൅ ܽଵ଴ܮ݁ݒ݁ݎܽ݃ ௜݁ǡ௧ିଵ ൅ ݒ௜ ൅ ݒ௧ ൅ ݒ௝ ൅ ݒ௣ ൅ ߝ௜ǡ௧ ሺ ?ሻ 
:HXVHWKHV\VWHP*00DSSURDFK%OXQGHOO	%RQGWRHVWLPDWH(TDFFRXQWLQJ
IRUWKHSRVVLEOHHQGRJHQHLW\RIWKHUHJUHVVRUVDVZHOODVIRUILUP-VSHFLILFDQGWLPH-LQYDULDQW
KHWHURJHQHLW\ 7KH UHVXOWV DUH UHSRUWHG LQ 7DEOH  ,Q OLQH ZLWK RXU SUHYLRXV ILQGLQJV WKH\
VKRZWKDWWKHLPSDFWRIIUHHFDVKIORZRQXQGHU-LQYHVWPHQWLVRQO\VLJQLILFDQWO\SRVLWLYHIRU
WKH ILUPV ZLWK QHJDWLYH )&)¶LW FROXPQ  ZKLOVW WKH LPSDFW RI IHH FDVK IORZ RQ RYHU-
LQYHVWPHQWLVRQO\VLJQLILFDQWIRUILUPVZLWKSRVLWLYH)&)¶LWFROXPQ 
>,QVHUW7DEOH@ 
,QVXPPDU\ZHKDYHFRQVWUXFWHGPHDVXUHVRIXQGHU-DQGRYHU-LQYHVWPHQWDQGIUHH
FDVK IORZ DQG JHQHUDOO\ IRXQG D SRVLWLYH DQG VLJQLILFDQW  UHODWLRQVKLS EHWZHHQ LQYHVWPHQW
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 As WKHH[SHFWHGLQYHVWPHQWHVWLPDWHEDVHGRQ%DWHV¶PHWKRGLVDQRXW-of-sample estimate in a group 
of peer companies, this can tackle the concern that the expected investment based on Richardson¶V (2006) 
method might be endogenous. If measuring abnormal investment using both methods delivers similar results, we 
FDQFRQFOXGHWKDWRXUPDLQUHVXOWVEDVHGRQ5LFKDUGVRQ¶VPRGHODUHQRWGULYHQE\HQGRJHQHLW\ 
19
 CFAIP,i,t is calculated as (CFO,i,t - I_main.i,t). 
 
DQG IUHH FDVK IORZ RQO\ IRU *URXS  ILUPV XQGHU-LQYHVWLQJ ILUPV ZLWK QHJDWLYH )&) DQG
*URXS  ILUPV RYHU-LQYHVWLQJ ILUPV ZLWK SRVLWLYH )&) :H LQWHUSUHWHG WKHVH ILQGLQJV DV
HYLGHQFH LQ IDYRU RI WKH ILQDQFLQJ FRQVWUDLQWV )& DQG DJHQF\ FRVWV $& K\SRWKHVHV
UHVSHFWLYHO\:HQH[WGLJGHHSHULQWRWKHVHLQWHUSUHWDWLRQVE\DQDO\]LQJWKHVHVHQVLWLYLWLHVIRU
ILUPVIDFLQJKLJKHUORZHUGHJUHHVRIILQDQFLQJFRQVWUDLQWVDQGDJHQF\FRVWVPHDVXUHGXVLQJ
DYDULHW\RIGLIIHUHQWFULWHULD 
 
7RZKDWH[WHQWGRHVKHWHURJHQHLW\LQWKHGHJUHHRIILQDQFLQJFRQVWUDLQWVDQGDJHQF\
FRVWV IDFHGE\ ILUPVDIIHFW WKH VHQVLWLYLWLHVRIXQGHU- DQGRYHU-LQYHVWPHQW WR IUHH FDVK
IORZ" 
 
7KHILQDQFLQJFRQVWUDLQWV)&K\SRWKHVLVRIXQGHU-LQYHVWPHQW 
 
 0HDVXULQJ ILQDQFLQJ FRQVWUDLQWV XVLQJ WKH .DSODQ DQG =LQJDOHV .= LQGH[ DQG WKH
:KLWHGDQG:X::LQGH[ 
:HQRZSURYLGHIXUWKHUWHVWVRIWKHILQDQFLQJFRQVWUDLQWVK\SRWKHVLVRIXQGHU-LQYHVWPHQW7R
WKLV HQG ZH UHVWULFW RXU VDPSOH WR XQGHU-LQYHVWLQJ REVHUYDWLRQV DQG XVH WZR LQGH[HV WR
PHDVXUHILUP-VSHFLILFOHYHOVRIWKHFRQVWUDLQWVWKH.DSODQDQG=LQJDOHV.=LQGH[/DPRQW
HWDODQGWKH:KLWHGDQG:X::LQGH[:KLWHG	:X 
)RFXVLQJRQWKHIRUPHUZHQRWHWKDW.DSODQ	=LQJDOHVFODVVLI\WKHLUVDPSOH
RI 86 ILUPV LQWR ILYH JURXSV RQ WKH EDVLV RI WKHLU GHJUHH RI ILQDQFLDO FRQVWUDLQWV EDVHG RQ
TXDOLWDWLYH LQIRUPDWLRQ FRQWDLQHG LQ WKH ILUPV¶ DQQXDO UHSRUWV DV ZHOO DV TXDQWLWDWLYH
LQIRUPDWLRQ UHJDUGLQJ PDQDJHPHQW¶V VWDWHPHQWV RQ OLTXLGLW\ 0RWLYDWHG E\ .DSODQ 	
=LQJDOHV/DPRQWHWDOSHUIRUPDQRUGHUHG/RJLWHVWLPDWLRQRIWKHFDWHJRULHV
RIFRQVWUDLQWVRQWKHIROORZLQJILYHILQDQFLDOUDWLRVXVLQJWKHRULJLQDO.=VDPSOHFDVKIORZ
&)W QHW LQFRPH  GHSUHFLDWLRQ GLYLGHQGV ',9W FDVK DQG FDVK HTXLYDOHQWV &DVKW DOO
GHIODWHGE\EHJLQQLQJRI\HDUFDSLWDO .W-7RELQ¶V4 4WPDUNHWYDOXHRIHTXLW\PDUNHW
YDOXHRIQHWGHEWWRWDODVVHWV-QHW LQWDQJLEOHDVVHWVDQGGHEW'HEWW WKHVXPRIWKHVKRUW-
WHUPDQGORQJ-WHUPGHEWWRWRWDOFDSLWDO7.WVXPRIGHEWDQGHTXLW\:HXVHWKHHVWLPDWHG
FRHIILFLHQWV WKDW WKH\ REWDLQ WR FRQVWUXFW WKH .DSODQ DQG =LQJDOHV .= LQGH[ RI ILQDQFLDO
FRQVWUDLQWVLQWKHIROORZLQJZD\ 
 
 
 
 
1 002 0 283 3 139
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t t t tt 1
t tt 1 t 1             
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 
$ ILUP ZLWK D KLJKHU YDOXH RI WKH .= LQGH[ FDQ EH LQWHQGHG WR EH PRUH ILQDQFLDOO\
FRQVWUDLQHG 
:H DOVR XVH DQ DOWHUQDWLYH LQGH[ RI FRQVWUDLQWV WKH :: LQGH[ FRQVWUXFWHG E\
:KLWHGDQG:X7KLVLQGH[LVDOLQHDUIXQFWLRQRI WKHIROORZLQJVL[REVHUYDEOHILUP
FKDUDFWHULVWLFV FDVK IORZ >&)W%$W- QHW LQFRPH  GHSUHFLDWLRQEHJLQQLQJ-RI-\HDU ERRN
DVVHWV@ D GLYLGHQG LQGLFDWRU ',9326W LQGLFDWLQJ SRVLWLYH GLYLGHQGV ORQJ-WHUP GHEW
7/7'W&$W-ORQJ-WHUPGHEWWRWRWDOFXUUHQWDVVHWV7RELQ¶V44WVL]H/17$WQDWXUDOORJ
RIWKHERRNYDOXHRIDVVHWVILUPUHDOVDOHVJURZWK6*5WDQGLQGXVWU\VDOHVJURZWK,6*W
:H FRPSXWH WKH :: LQGH[ DV IROORZV XVLQJ WKH HVWLPDWHG FRHIILFLHQWV IURP :KLWHG DQG
:X¶VVSHFLILFDWLRQ 
 
 
2QFHDJDLQDKLJKHUYDOXHRI WKH:: LQGH[ LV UHSUHVHQWDWLYHRIDKLJKHU OHYHORI ILQDQFLDO
FRQVWUDLQWV
 
7DEOH  SUHVHQWV VXPPDU\ VWDWLVWLFV RI WKH WZR ILUP-VSHFLILF LQGH[HV RI ILQDQFLQJ
FRQVWUDLQWVDFURVVWKHIRXUJURXSVRIILUPVEDVHGRQWKHLUDEQRUPDOLQYHVWPHQWVDQGIUHHFDVK
IORZ :H FRQGXFW VWDWLVWLFDO WHVWV IRU HTXDOLW\ RI ERWK VDPSOH PHDQV W-WHVW DQG VDPSOH
PHGLDQV:LOFR[RQUDQN-VXPWHVWDFURVVJURXSVRIILUPV 
>,QVHUW7DEOH@ 
$FFRUGLQJWRWKHILQDQFLDOFRQVWUDLQWV)&K\SRWKHVLVILUPVDUHPRUHOLNHO\WRXQGHU-
LQYHVW LI WKH\ IDFH D KLJKHU GHJUHH RI ILQDQFLQJ FRQVWUDLQWV 7R WHVW WKLV K\SRWKHVLV ZH
FRPSDUHWKHWZRLQGH[HVDFURVVXQGHU-LQYHVWLQJILUPVLQ*URXSDQG*URXS:HILQGWKDW
UHJDUGOHVV RI ZKHWKHU ZH XVH WKH PHDQ RU WKH PHGLDQ WKH OHYHO RI ILQDQFLDO FRQVWUDLQWV
PHDVXUHG XVLQJ ERWK WKH .= DQG :: LQGLFHV IRU *URXS  XQGHU-LQYHVWLQJ ILUPV ZLWK
QHJDWLYH)&)LVODUJHUWKDQWKDWIRU*URXSXQGHU-LQYHVWLQJILUPVZLWKSRVLWLYH)&)$V
FDQEHVHHQIURPWKHS-YDOXHVRIERWKWHVWVWKHGLIIHUHQFHVLQWKHPHDQVDQGWKHPHGLDQVRI
WKHLQGLFDWRUVEHWZHHQWKHWZRJURXSVDUHJHQHUDOO\VLJQLILFDQWDWWKHOHYHO7KLVVXJJHVWV
WKDWGLIIHUHQFHVLQ WKHILQDQFLDOFRQVWUDLQWVIDFHGE\ILUPVDUHDNH\IDFWRU LQGLVWLQJXLVKLQJ
EHWZHHQWKHILUPVLQ*URXSDQG*URXS7KXVDVGLVFXVVHGLQWKHIRUPHUVHFWLRQILQDQFLDO
FRQVWUDLQWVPD\FRQWULEXWHWRWKHKLJKHUUHVSRQVLYHQHVVRIXQGHU-LQYHVWPHQWWRIUHHFDVKIORZ
IRUWKHILUPVLQ*URXS 
,QRUGHUWRLQYHVWLJDWHWKHH[WHQWWRZKLFKWKHGHJUHHRIILQDQFLDOFRQVWUDLQWVIDFHGE\
0 091 0 062 0 021
0 044 0 035 6
t t tt 1 t 1
t t t
WW . * CF / BA . * DIVPOS . *TLTD / CA
. * LN                         TA . * SG  0.1           02*      ISG        ( )
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 
ILUPV DIIHFWV WKH VHQVLWLYLW\ RI XQGHU-LQYHVWPHQW WR IUHH FDVK IORZ 7DEOH  SUHVHQWV IL[HG
HIIHFWVHVWLPDWHVRI(TZKLFKWHVWVWKHHIIHFWVRIIUHHFDVKIORZRQXQGHU-LQYHVWPHQWIRU
ILUPV FKDUDFWHUL]HG E\ GLIIHUHQW GHJUHHV RI ILQDQFLDO FRQVWUDLQWV FDOFXODWHG XVLQJ WKH .=
LQGH[FROXPQVDQGDQGWKH::LQGH[FROXPQVDQG,QFROXPQVDQGIROORZLQJ
$OPHLGD HW DO  ZH FODVVLI\ ILUPV DV IDFLQJ UHODWLYHO\ ORZ /RZB)&  PHGLXP
0HGLXPB)& DQGKLJK+LJKB)& ILQDQFLDOFRQVWUDLQWVLQDJLYHQ\HDULIWKHLU.=RU
::LQGH[LQWKDW\HDUIDOOUHVSHFWLYHO\LQWKHERWWRPWKUHHWKHPLGGOHIRXUDQGWKHWRSWKUHH
GHFLOHV RI WKH GLVWULEXWLRQ RI WKH LQGH[HV RI DOO ILUPV RSHUDWLQJ LQ WKH VDPH LQGXVWU\ WKH\
EHORQJ WR20,Q WKLVZD\ZHDOORZILUPV LQRXUVDPSOH WR WUDQVLWDPRQJILQDQFLDOFRQVWUDLQW
FDWHJRULHVHDFK\HDU,QFROXPQVDQGZHXVHDWKUHVKROG 
>,QVHUW7DEOH@ 
&ROXPQVDQGUHYHDOWKDWIRUXQGHU-LQYHVWLQJILUPVWKHKLJKHUWKH.=LQGH[RUWKH
:: LQGH[ WKH ODUJHU WKH VHQVLWLYLWLHVRI XQGHU-LQYHVWPHQW WR IUHH FDVK IORZ7KLV VXJJHVWV
WKDW VHQVLWLYLWLHV RI DEQRUPDO LQYHVWPHQW WR IUHH FDVK IORZ WHQG WR LQFUHDVH PRQRWRQLFDOO\
ZLWKWKHGHJUHHRIH[WHUQDOILQDQFLDOFRQVWUDLQWVIDFHGE\ILUPV6LPLODUUHVXOWVDUHIRXQGLQ
FROXPQVDQGZKHQZHXVHDWKUHVKROG7KHS-YDOXHVRIWKH:DOGWHVWVUHSRUWHGDWWKH
IRRWRI WKH7DEOH UHMHFW WKHHTXDOLW\RI WKHFRHIILFLHQWVRI IUHHFDVKIORZEHWZHHQPRUHDQG
OHVV ILQDQFLDOO\ FRQVWUDLQHG JURXSV 7KLV VXSSRUWV RXU +\SRWKHVHV  IRU XQGHU-LQYHVWLQJ
ILUPV WKH VHQVLWLYLWLHV RI LQYHVWPHQW WR IUHH FDVK IORZ LQFUHDVH ZLWK WKH ILUP¶V GHJUHH RI
ILQDQFLDOFRQVWUDLQWV21 
 
)XUWKHUWHVWV0HDVXULQJILQDQFLQJFRQVWUDLQWVXVLQJVL]HDQGDJH 
1H[WZHXVHGLIIHUHQWYDULDEOHVEDVHGRQ WKHDSULRUL OLNHOLKRRG WKDWD ILUPIDFHV ILQDQFLDO
FRQVWUDLQWV WR WHVW RXU +\SRWKHVLV  ,I RXU K\SRWKHVLV KROGV ZH VKRXOG H[SHFW D VWURQJHU
UHODWLRQVKLSEHWZHHQXQGHU-LQYHVWPHQWDQGIUHHFDVKIORZIRUILUPVZKLFKDUHDSULRULPRUH
OLNHO\WRIDFHILQDQFLDOFRQVWUDLQWV6SHFLILFDOO\ZHIRFXVRQILUPV¶VL]HWRWDOUHDODVVHWVDQG
DJHZKLFKKDYHEHHQFRPPRQO\XVHG LQ WKH OLWHUDWXUH WRSDUWLWLRQILUPV LQWRDSULRULPRUH
DQG OHVV OLNHO\ WR IDFH ILQDQFLQJ FRQVWUDLQWV 6PDOO DQG \RXQJ ILUPV PLJKW QRW KDYH D
VXIILFLHQWO\ORQJWUDFNUHFRUGOHDGLQJWRLQFUHDVHGDV\PPHWULFLQIRUPDWLRQ,QDGGLWLRQVPDOO
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 It is worth mentioning that we do not mean that firms ranked in the top three deciles of the distribution of the 
KZ and WW indices are absolutely financially constrained, while firms in the bottom three deciles are absolutely 
financially unconstrained. Instead, we argue that those firms in the top three deciles are likely to face more 
severe financing constraints than those in the bottom three deciles.    
21
 Estimating similar regressions on the sample of over-investing firms delivered similar coefficients across the 
groups of firms characterized by different degrees of financing constraints. These results, which are not reported 
for brevity but available on request, confirm that the FC hypothesis is unlikely to hold for over-investing firms. 
 
DQG \RXQJ ILUPVDUH W\SLFDOO\ FKDUDFWHUL]HGE\KLJK LGLRV\QFUDWLF ULVNDQGKLJKEDQNUXSWF\
FRVWVZKLFKPLJKWH[FOXGHWKHPIURPFUHGLWPDUNHWVRUPDNHWKHLUDFFHVVWRH[WHUQDOILQDQFH
PRUH FRVWO\ *HUWOHU 	 *LOFKULVW  %HFN HW DO  &OHPHQWL 	 +RSHQKD\Q 
*XDULJOLD 
7KHUHVXOWVDUHUHSRUWHGLQ7DEOH,QFROXPQVDQGZHGHILQHDILUPDVIDFLQJD
KLJKOHYHORIILQDQFLQJFRQVWUDLQWV+LJKB)& LQDJLYHQ\HDULILWVVL]HFROXPQDQGDJH
FROXPQ  IDOO LQ WKH WRS WKUHH GHFLOHV RI WKH GLVWULEXWLRQ RI WKH DVVHWVDJH RI DOO ILUPV
RSHUDWLQJ LQ WKH VDPH LQGXVWU\ DV WKDW ILUP LQ WKDW \HDU 6LPLODUO\ ZH GHILQH DV ILUP-\HDUV
IDFLQJDPHGLXPOHYHORIILQDQFLQJFRQVWUDLQWV0HGLXPB)& WKRVHREVHUYDWLRQVIDOOLQJLQ
WKHPLGGOHIRXUGHFLOHVRIWKHGLVWULEXWLRQDQGDVILUP-\HDUVIDFLQJDORZOHYHORIILQDQFLQJ
FRQVWUDLQWV /RZB)&  WKRVH REVHUYDWLRQV IDOOLQJ LQ WKH ERWWRP WKUHH GHFLOHV RI WKH
GLVWULEXWLRQ,QFROXPQVDQGZHRQO\FRQVLGHUWZRFDWHJRULHVRIILUP-\HDUVWKRVHIDFLQJ
KLJK DQG ORZ ILQDQFLQJ FRQVWUDLQWV VSOLW DW WKH PHGLDQ RI UHDO DVVHWV FROXPQ  DQG DJH
FROXPQ 
7KHUHVXOWVLQFROXPQVKRZDFOHDULQFUHDVLQJWUHQGIRUWKHFRHIILFLHQWVRIIUHHFDVK
IORZPRYLQJIURPODUJHWRPHGLXPVL]HGWRVPDOOILUPV7KH:DOGWHVWUHSRUWHGDWWKHIRRW
RIWKHWDEOHVKRZVWKDWWKHGLIIHUHQFHVLQWKH)&)FRHIILFLHQWVEHWZHHQODUJHDQGVPDOOILUP-
\HDUV DUH VLJQLILFDQW DW WKH  OHYHO +HQFH XVLQJ ILUP VL]H DV D FULWHULRQ RI ILQDQFLDO
FRQVWUDLQWVDOVRVXSSRUWVRXU+\SRWKHVLV6LPLODUUHVXOWVDUHREWDLQHGZKHQILUPDUHVSOLWLQ
WZRVL]HFDWHJRULHVFROXPQDQGZKHQDJHLVXVHGDVDSDUWLWLRQLQJFULWHULRQFROXPQV
DQG22 
>,QVHUW7DEOH@ 
,Q VXPPDU\ WKH UHVXOWV ZH REWDLQHG XVLQJ FRQYHQWLRQDO YDULDEOHV DV SUR[LHV IRU
ILQDQFLDO FRQVWUDLQWV ZKLFK VXJJHVWV WKDW IRU XQGHU-LQYHVWLQJ ILUPV WKH VHQVLWLYLWLHV RI
LQYHVWPHQWWRIUHHFDVKIORZLQFUHDVHZLWKWKHILUP¶VGHJUHHRIILQDQFLDOFRQVWUDLQWVIDFHGE\
ILUPVDUHKLJKO\FRQVLVWHQWZLWKRXUSUHYLRXVILQGLQJVDQG+\SRWKHVLV 
 
7KHDJHQF\FRVWV$&K\SRWKHVLVRIRYHU-LQYHVWPHQW 
 
 0HDVXULQJ DJHQF\ FRVWV XVLQJ WKH UDWLR RI RWKHU UHFHLYDEOHV WR WRWDO DVVHWV DQG WKH
GLIIHUHQFHEHWZHHQWKHEORFNKROGHU¶VFRQWUROOLQJDQGRZQHUVKLSULJKWV 
:HQRZPRYHRQWRWHVWLQJWKHDJHQF\FRVWV$&K\SRWKHVLVRIRYHU-LQYHVWPHQW7RWKLVHQG
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 Yet, in column 3, the Wald test shows that the difference in the FCF coefficients between older and younger 
firm-years is not statistically significant.  
 
ZH IRFXV RQ RYHU-LQYHVWLQJ REVHUYDWLRQV ,W KDV EHHQ DUJXHG WKDW WKH FRQIOLFW EHWZHHQ
FRQWUROOLQJ VKDUHKROGHUV DQG PLQRULW\ LQYHVWRUV WXQQHOLQJ LV ZLGHVSUHDG LQ HPHUJLQJ
PDUNHWV OLNH &KLQD VLQFH PRVW OLVWHG FRPSDQLHV WHQG WR KDYH D FRQFHQWUDWHG RZQHUVKLS
VWUXFWXUH23,QDGGLWLRQFRUSRUDWHJRYHUQDQFHPHFKDQLVPVDQGWKHOHJDOV\VWHPLQ&KLQDRIIHU
IHZRSWLRQVWRSURWHFWPLQRULW\VKDUHKROGHUVIURPFRQWUROOLQJVKDUHKROGHUV/LX	/X
-LDQJHWDO 
2XU LQLWLDO PHDVXUHV RI DJHQF\ FRVWV HPSKDVL]H WKHUHIRUH WKH FRQIOLFW EHWZHHQ
FRQWUROOLQJ VKDUHKROGHUV DQG PLQRULW\ LQYHVWRUV 6SHFLILFDOO\ IROORZLQJ -LDQJ HW DO 
ZH ILUVW XVH WKH UDWLR RI RWKHU UHFHLYDEOHV WR WRWDO DVVHWV 25(& WR PHDVXUH KRZ OLNHO\
FRQWUROOLQJVKDUHKROGHUV DUHRIH[SURSULDWLQJPLQRULW\ LQYHVWRUV24$KLJKHUYDOXHRI25(&
LPSOLHVDKLJKHU OHYHORI H[SURSULDWLRQDQGKHQFHDKLJKHU OHYHORIDJHQF\ FRVWV$YHUDJH
RWKHUUHFHLYDEOHVLQRXUVDPSOHFRQVWLWXWHDERXWRIWRWDODVVHWVDQGWKHPD[LPXPYDOXHRI
WKHUDWLRLVDURXQGVXJJHVWLQJDKLJKOHYHORIDJHQF\FRVWV 
1H[WLQVSLUHGE\&ODHVVHQVHWDO/HPPRQDQG/LQVDQG-LDQJHWDO
ZHSUR[\ WKH OLNHOLKRRG WR WXQQHOXVLQJ DGXPP\ HTXDO WR LI WKH ILUP H[KLELWV D
GLIIHUHQFHEHWZHHQLWVODUJHVWVKDUHKROGHU¶VDOVRNQRZQDVEORFNKROGHUFRQWUROOLQJULJKW&
DQGFDVKIORZRZQHUVKLSULJKW2DQGRWKHUZLVH,QWKHSUHVHQFHRIDGLYHUJHQFHEHWZHHQ
KHUKLVFRQWUROOLQJULJKWDQGRZQHUVKLSULJKW WKHEORFNKROGHUPD\FRQWURO WKHILUPE\RQO\
KROGLQJ D UHODWLYHO\ ORZ SURSRUWLRQ RI VKDUHV 7KLV LV PDGH SRVVLEOH WKURXJK S\UDPLG
VWUXFWXUHVDQGFURVV-KROGLQJDPRQJILUPVZKLFKRIWHQOHDGWRWKHH[SURSULDWLRQRIPLQRULW\
VKDUHKROGHUV 
7DEOHSUHVHQWVVXPPDU\VWDWLVWLFVRIRXUWZRILUP-VSHFLILFLQGLFDWRUVRIDJHQF\FRVWV
DIWHUZHFDWHJRUL]HILUPVLQWRWKHIRXUJURXSVEDVHGRQWKHLUDEQRUPDOLQYHVWPHQWVDQGIUHH
FDVKIORZ$VLQ7DEOHZHFRQGXFWVWDWLVWLFDOWHVWVIRUWKHHTXDOLW\RIERWKVDPSOHPHDQVW-
WHVWDQGVDPSOHPHGLDQVWKH:LOFR[RQUDQN-VXPWHVWDFURVVJURXSV 
>,QVHUW7DEOH@ 
&RPSDULQJ *URXS  RYHU-LQYHVWLQJ ILUPV ZLWK SRVLWLYH )&) ZLWK *URXS  RYHU-
LQYHVWLQJILUPVZLWKQHJDWLYH)&)ZHREVHUYHWKDWWKHPHDQOHYHORIDJHQF\FRVWVPHDVXUHG
E\ERWK25(&DQGWKHSHUFHQWDJHRIILUP-\HDUREVHUYDWLRQVH[KLELWLQJDGLIIHUHQFHEHWZHHQ
WKHEORFNKROGHU¶VFRQWUROOLQJDQGRZQHUVKLSULJKWV&2DUHKLJKHUIRUWKHIRUPHUJURXS$V
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 In China, the ownership of a single dominant shareholder is typically much larger than that of the second 
shareholder. 
 
24
 According to Jiang et al. ³GXULQJ-2006, tens of billions of RMB were siphoned [through inter-
corporate loans] from hundreds of Chinese OLVWHGILUPVE\FRQWUROOLQJVKDUHKROGHUV´S7KHDXWKRUVH[SODLQ
that these inter-FRUSRUDWHORDQVDUHW\SLFDOO\UHSRUWHGDV³RWKHUUHFHLYDEOHV´ This variable is also used by Quian 
and Yeung (2015). 
 
IRU WKHPHGLDQ LW LV KLJKHU IRU*URXSZKHQZH IRFXVRQ 25(& EXW HTXDO WR IRUERWK
JURXSVRIILUPVZKHQZHIRFXVRQ&2257KHVHVWDWLVWLFVVXJJHVWWKDWILUPVLQ*URXSVXIIHU
IURPKLJKHUDJHQF\FRVWVWKDQWKRVHLQ*URXS7KLVLVQRWVXUSULVLQJDVWKHVHILUPVGLVSRVH
RIDKLJKHU)&)ZKLFKWKH\FDQXVHIRUWXQQHOLQJSXUSRVHV 
7RH[SORUH WKLV LVVXHIXUWKHU7DEOHSUHVHQWV WKHIL[HGHIIHFWVHVWLPDWHVRI(T 
DLPHG DW WHVWLQJ WKH HIIHFWV RI FKDQJHV LQ IUHH FDVK IORZ RQ RYHU-LQYHVWPHQW IRU ILUPV
FKDUDFWHUL]HGE\GLIIHUHQW OHYHOV RI DJHQF\FRVWVPHDVXUHGXVLQJ25(& FROXPQV DQG
DQG&2 FROXPQV6SHFLILFDOO\ LQFROXPQZHFODVVLI\D ILUPDV IDFLQJUHODWLYHO\ ORZ
/RZB$& PHGLXP0HGLXPB$& RUKLJK+LJKB$& DJHQF\FRVWVLQDJLYHQ\HDULI
LWV25(&UDWLRLQWKDW\HDUIDOOVUHVSHFWLYHO\LQWKHERWWRPWKUHHWKHPHGLXPIRXURUWKHWRS
WKUHHGHFLOHVRIWKHFRUUHVSRQGLQJ25(&UDWLRVRIDOOILUPVRSHUDWLQJLQWKHVDPHLQGXVWU\WKH
ILUPEHORQJVWRLQWKDW\HDU,QFROXPQZHXVHDWKUHVKROG,QERWKFDVHVZHREVHUYH
WKDWWKHVHQVLWLYLW\RILQYHVWPHQWWRIUHHFDVKIORZLVSRVLWLYHDQGVLJQLILFDQWDWWKHOHYHO
RUKLJKHURQO\IRUILUPVZLWKDKLJKGHJUHHRIDJHQF\FRVWV 
,QFROXPQZHGHILQHDILUPDVIDFLQJKLJKORZDJHQF\FRVWVLQDJLYHQ\HDULILW
H[KLELWVGRHVQRWH[KLELWDGLYHUJHQFHEHWZHHQLWVEORFNKROGHU¶VFRQWUROOLQJRZQHUVKLSDQG
FDVKIORZRZQHUVKLS2QO\WKRVHILUPVFKDUDFWHUL]HGE\DGLYHUJHQFHH[KLELWDSRVLWLYHDQG
VLJQLILFDQWVHQVLWLYLW\RIRYHU-LQYHVWPHQWWRIUHHFDVKIORZ26:HFDQWKHUHIRUHFRQFOXGHWKDW
RXUUHVXOWVJHQHUDOO\SURYLGHIXUWKHUVXSSRUWWRWKHDJHQF\FRVWV$&K\SRWKHVLV27 
>,QVHUW7DEOH@ 
 
)XUWKHUWHVWV0HDVXULQJDJHQF\FRVWVXVLQJEORFNKROGHU¶VDQG&(2VKDUHKROGLQJ 
7REHWWHUXQGHUVWDQGWKHH[WHQWWRZKLFKDJHQF\FRVWVPDWWHUIRUWKHVHQVLWLYLW\RIDEQRUPDO
LQYHVWPHQW WR IUHH FDVK IORZ LQ WKLV VHFWLRQ ZH YHULI\ ZKHWKHU RXU UHVXOWV DUH UREXVW WR
SDUWLWLRQLQJ ILUPV RQ WKH EDVLV RI RWKHU YDULDEOHV ZKLFK KDYH EHHQ XVHG LQ WKH OLWHUDWXUH WR
SUR[\IRUWKHSUHVHQFHRIDJHQF\SUREOHPV$QJHWDO-LDQJHWDO 
2XU ILUVW DOWHUQDWLYH PHDVXUH IRFXVHV RQ WKH SHUFHQWDJH RI VKDUHV FRQWUROOHG E\ WKH
ODUJHVW VKDUHKROGHU Blockholder LW ,W KDV EHHQ DUJXHG WKDW FRQFHQWUDWHG RZQHUVKLS LV
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 The statistical tests indicate, however, that only the differences in the means and medians of OREC between 
the two groups are statistically significant. In the case of C/O, this is not surprising since the median value of the 
dummy equal to 1 if the firm exhibits a divergence between LWVEORFNKROGHU¶VFRQWUROOLQJDQGRZQHUVKLSULJKWV
and 0 otherwise, is equal to zero for both Group 3 and Group 4. 
26
 It should be noted, however, that the Wald tests do not reject the equality of the coefficients of free cash flow 
between firms with high and low agency costs. 
27
 Estimating similar regressions on the sample of under-investing firms delivered similar coefficients across the 
groups of firms characterized by different levels of agency costs. These results, which are not reported for 
brevity but available on request, confirm that the AC hypothesis is unlikely to hold for under-investing firms. 
 
SRVLWLYHO\ DVVRFLDWHG ZLWK ILUPV¶ DJHQF\ FRVWV $V PHQWLRQHG HDUOLHU DJHQF\ FRVWV DULVLQJ
IURPWKHFRQIOLFWRILQWHUHVWEHWZHHQWKHFRQWUROOLQJVKDUHKROGHUDQGPLQRULW\LQYHVWRUVPD\
EHFRPH DSSDUHQW ZKHQ WKH FRQWUROOLQJ VKDUHKROGHU H[WUDFWV SULYDWH EHQHILWV IURP PLQRULW\
VKDUHKROGHUVWXQQHOLQJ7KHDELOLW\RIWKHSULPDU\RZQHUWRH[SURSULDWHPLQRULW\LQYHVWRUV
LV H[SHFWHG WR LQFUHDVH ZLWK KLVKHU RZQHUVKLS :KHQ WKH LQWHUHVWV RI WKH FRQWUROOLQJ
VKDUHKROGHU DUH QRW DOLJQHG ZLWK WKRVH RI RWKHU LQYHVWRUV WKHUH LV LQ IDFW JRRG UHDVRQ WR
EHOLHYHWKDWWKHIRUPHUPD\XVHKLVKHUSRZHUWRLQIOXHQFHWKHILUP¶VLQYHVWPHQWGHFLVLRQVWR
SURPRWH KLVKHU LQWHUHVWV DW WKH H[SHQVH RI PLQRULW\ VKDUHKROGHUV 7KHUHIRUH D KLJK
FRQFHQWUDWLRQRIRZQHUVKLSDWWKHILUPOHYHOPD\LQGLFDWHVDVWURQJLQFHQWLYHWRWXQQHODQGD
KLJKOHYHORIDJHQF\FRVWV/LX	/X 
+RZHYHU DV GLVFXVVHG LQ WKH SUHYLRXV VXE-VHFWLRQ SULPDU\ RZQHUV LQ &KLQD RIWHQ
KDYHUDWKHUODUJHSRZHUWRFRQWUROWKHFRPSDQ\¶VRSHUDWLRQHYHQE\RQO\KROGLQJDUHODWLYHO\
ORZ VWDNH RI VKDUHV WKURXJK S\UDPLG VWUXFWXUHV DQG FURVV-KROGLQJ DPRQJ ILUPV :KHQ WKH
SULPDU\ RZQHU¶V FRQWUROOLQJ ULJKW LV JUHDWHU WKDQ KLVKHU RZQHUVKLS ULJKW KHVKH WHQGV WR
GHULYHPRUHEHQHILWVIURPWXQQHOLQJDFWLYLWLHV7KXVD ORZHULQFHQWLYHWRWXQQHODQGORZHU
DJHQF\FRVWVDUHH[SHFWHGZKHQWKHKLJKHVWSHUFHQWDJHRIVKDUHVLVKHOGE\WKHSULPDU\RZQHU
-LDQJ HW DO  $GGLWLRQDOO\ LQYHVWRUV ZLWK D ODUJH RZQHUVKLS VWDNH JHQHUDOO\ KDYH D
VWURQJ LQWHUHVW LQ WKH ILUP¶V SURILW PD[LPL]DWLRQ DQG KDYH D KLJKHU LQFHQWLYH WR RYHUVHH RU
PRQLWRUWKHPDQJHU+HQFHDJHQF\FRVWVLQWHQGHGDVWKHFRQIOLFWEHWZHHQILUPPDQDJHUVDQG
VKDUHKROGHUVWHQGWRGHFOLQHZLWKWKHRZQHUVKLSVWDNHRIFRQWUROOLQJVKDUHKROGHUV-HQVHQ	
0HFNOLQJ  $QJ HW DO  7KH RZQHUVKLS VWDNH RI WKH FRQWUROOLQJ VKDUHKROGHU LV
WKHUHIRUHGHILQLWHO\DQ LPSRUWDQWGHWHUPLQDQWRI WKHRYHUDOODJHQF\FRVWV IDFHGE\ WKH ILUP
EXWZKHWKHULWDIIHFWVWKHVHDJHQF\FRVWVSRVLWLYHO\RUQHJDWLYHO\LVDPELJXRXV 
,QRUGHUWRWHVWWKHH[WHQWWRZKLFKWKHEORFNROGHU¶VVKDUHKROGLQJDIIHFWVWKHVHQVLWLYLW\
RI RYHU-LQYHVWPHQW WR IUHH FDVK IORZ ZH FRQVWUXFW WKH GXPPLHV /RZBVKDUHLW
0HGLXPBVKDUHLW DQG +LJKBVKDUHLW ZKLFK DUH LQ WXUQ HTXDO WR  LI WKH EORFNROGHU¶V
VKDUHKROGLQJRIILUPLLQ\HDUWOLHVUHVSHFWLYHO\LQWKHERWWRPWKUHHWKHPLGGOHIRXUDQGWKH
WRSWKUHHGHFLOHVRIWKHGLVWULEXWLRQRIWKHFRUUHVSRQGLQJVKDUHKROGLQJRIDOOILUPVRSHUDWLQJ
LQWKHVDPHLQGXVWU\DVILUPLLQ\HDUWDQGRWKHUZLVH:HWKHQLQWHUDFWWKHVHGXPPLHVZLWK
IUHHFDVKIORZDQGH[DPLQH WKHFRHIILFLHQWVRI WKH LQWHUDFWLRQ WHUPV LQRXU RYHU-LQYHVWPHQW
UHJUHVVLRQV 
7KH UHVXOWVDUH UHSRUWHG LQFROXPQRI7DEOH ,QWHUHVWLQJO\ZHREVHUYH WKDW WKH
FRHIILFLHQWDVVRFLDWHGZLWKIUHHFDVKIORZLVWKHODUJHVWIRUWKHPHGLXPVKDUHKROGLQJFDWHJRU\
7KLV VXJJHVWV WKDW WKH VHQVLWLYLW\ RI RYHU-LQYHVWPHQW WR )&) LQLWLDOO\ LQFUHDVHV ZLWK WKH
 
VKDUHVKHOGE\WKHODUJHVWVKDUHKROGHUWKHQGHFUHDVHV287KHVHGLIIHUHQFHVEHWZHHQFDWHJRULHV
FDQEHH[SODLQHGLQSDUWFRQVLGHULQJWKDWDVSUHYLRXVO\GLVFXVVHGWKHUHDUHDUJXPHQWVERWKLQ
IDYRUDQGDJDLQVWDSRVLWLYHUHODWLRQVKLSEHWZHHQWKHSHUFHQWDJHRIVKDUHVFRQWUROOHGE\WKH
ODUJHVW VKDUHKROGHU DQG DJHQF\ SUREOHPV 7KLV ILQGLQJ LV LQ OLQH ZLWK -LDQJ HW DO 
DFFRUGLQJ WR ZKLFK DJHQF\ FRVWV LQGLFDWHG E\ WXQQHOLQJ DUH KLJKHVW ZKHQ WKH ODUJHVW
VKDUHKROGHURZQVDPHGLXPSHUFHQWDJHRIWKHILUP¶VVKDUHV 
2XUQH[WPHDVXUHRIDJHQF\FRVWVLVPRWLYDWHGE\LQWHUQDWLRQDOHYLGHQFHWKDWDJHQF\
FRVWV PD\ DULVH ZKHQ PDQDJHULDO LQWHUHVWV DUH QRW LQ OLQH ZLWK WKRVH RI WKH ILUP¶V
VKDUHKROGHUV 0DQDJHULDO RZQHUVKLS WHQGV WR UHOLHYH SULQFLSDO-DJHQW SUREOHPV EHWZHHQ
RXWVLGHVKDUHKROGHUVDQGPDQDJHUV7KXVDJHQF\FRVWVDULVLQJIURPWKHFRQIOLFWRILQWHUHVW
EHWZHHQPDQDJHUVDQGVKDUHKROGHUVVKRXOGEHORZHUDWILUPVPDQDJHGE\DVKDUHKROGHU29,Q
RUGHU WR WHVWZKHWKHU WKLV LV WKHFDVHZHFRQVWUXFWDGXPP\YDULDEOH ,QVLGHULW 2XWVLGHULW
ZKLFK LV HTXDO WR RQH LI D ILUP LV PDQDJHG E\ D VKDUHKROGHU RXWVLGHU DQG  RWKHUZLVH
6SHFLILFDOO\ LI WKH WRSH[HFXWLYHV LQFOXGLQJ WKH&(2DUHKROGLQJDQ\RI WKHLURZQVKDUHV
WKH\ ZLOO EH FRQVLGHUHG DV LQVLGHUV :H WKHQ LQWHUDFW IUHH FDVK IORZ ZLWK WKH ,QVLGHULW DQG
2XWVLGHULWGXPPLHVDQGH[DPLQH WKHGLIIHUHQFHV LQ WKHFRHIILFLHQWVDVVRFLDWHGZLWK WKH WZR
LQWHUDFWLRQWHUPVLQRXURYHU-LQYHVWPHQWUHJUHVVLRQV 
7KHUHVXOWVDSSHDU LQFROXPQRI7DEOH:HREVHUYH WKDWD ILUPPDQDJHGE\DQ
RXWVLGHUKDVDVLJQLILFDQWO\KLJKHUVHQVLWLYLW\RIRYHU-LQYHVWPHQWWRIUHHFDVKIORZ7KLVFDQ
EHH[SODLQHGFRQVLGHULQJWKDWRXWVLGHPDQDJHUVPD\QRWKDYHFORVHO\DOLJQHGLQWHUHVWVZLWK
WKHILUP¶VVKDUHKROGHUVDQGVXJJHVWVWKDWPDQDJHULDORZQHUVKLSLVQHJDWLYHO\DVVRFLDWHGZLWK
WKH ILUP¶V SULQFLSDO-DJHQW SUREOHPV 30 7KXV IRU RYHU-LQYHVWLQJ ILUPV DJHQF\ SUREOHPV
EHWZHHQ HQWUHQFKHG PDQDJHUV DQG VKDUHKROGHUV FRQWULEXWH WR KLJKHU VHQVLWLYLWLHV RI RYHU-
LQYHVWPHQWWRIUHHFDVKIORZ 
>,QVHUW7DEOH@ 
,Q VXPPDU\ WKHVH ILQGLQJV DUH VWURQJO\ DOLJQHG ZLWK RXU SUHYLRXV UHVXOWV DQG
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 It should be noted, however, that p-values associated with the Wald tests cannot significantly reject the 
equality of the impact of free cash flow on investment between firms characterized by different percentages of 
shares owned by the largest shareholders. 
29
 This can be explained considering that inside managers may have interests more closely aligned with the 
ILUP¶V VKDUHKROGHUV Jensen & Meckling (1976) propose a hypothesis of convergence of interests between 
shareholders and managers, and improvement of corporate performance as managerial ownership increases. 
Kren & Kerr (1997), Ang et al. (2000), Singh & Davidson III (2003), and McKnight & Weir (2009) also 
provide support for the argument that managerial ownership reduces agency costs. 
30
 In our sample, there is often separation between management and ownership. In addition, those few managers 
who are also shareholders in their company only hold a small percentage of their own shares. Relative low 
ownership stakes prevent managers from pursuing their own interests at the expense of shareholders, as they are 
supervised and controlled by the board, as well as by capital markets.  
 
+\SRWKHVLV7KHVHQVLWLYLW\RIDEQRUPDOLQYHVWPHQWWRIUHHFDVKIORZULVHVZLWKWKHGHJUHH
RIDJHQF\FRVWVIDFHGE\RYHU-LQYHVWLQJILUPV 
 
&RQFOXVLRQV 
,Q WKLV SDSHU ZH SURYLGH D SRUWUDLW RI WKH QDWXUH DQG EDODQFH RI ILQDQFLDO FRQVWUDLQWV DQG
DJHQF\SUREOHPVLQ&KLQDJLYLQJDSLFWXUHRIWKHH[WHQWWRZKLFKWKHHFRQRP\KDVVXIIHUHG
IURPHIILFLHQF\ORVVHVGXHWRERWKXQGHU-DQGRYHU-LQYHVWPHQW7ZRVLJQLILFDQWFRQFOXVLRQV
HPHUJHIURPRXUPDLQILQGLQJV2QWKHRQHKDQGWKHOLPLWHGDFFHVVWRFDSLWDOPDUNHWVZKLFK
FKDUDFWHUL]HVPDQ\&KLQHVHILUPV OHDGV WRVLJQLILFDQWXQGHU-LQYHVWPHQW2QWKHRWKHUKDQG
WKHZHDNFRUSRUDWHJRYHUQDQFHVWUXFWXUHVOHDGPDQDJHUVRUFRQWUROOLQJVKDUHKROGHUVWRRYHU-
LQYHVWWKHLUIUHHFDVKIORZLQSURMHFWVZLWKQHJDWLYH139 
7KH LGHQWLILFDWLRQ RI ILQDQFLDO FRQVWUDLQWV DQG DJHQF\ SUREOHPV DV H[SODQDWLRQV IRU
XQGHU-DQGRYHU-LQYHVWPHQWVXJJHVWVWKDWLQRUGHUWRLPSURYHLQYHVWPHQWHIILFLHQF\LQ&KLQD
ERWK WKH ILQDQFLDO DQG WKH OHJDO V\VWHP QHHG WR EH UHIRUPHG ,Q SDUWLFXODU VLQFH &KLQD¶V
ILQDQFLDOV\VWHPLVVWLOOGRPLQDWHGE\XQGHU-GHYHORSHGVWDWH-RZQHGEDQNVLQRUGHUWRVXVWDLQ
WKHUDSLGJURZWKRIWKH&KLQHVHHFRQRP\HVSHFLDOO\ LQWKHSULYDWHVHFWRUPRUHZLGHVSUHDG
DFFHVVWRFUHGLWPDUNHWVVKRXOGEHDSULRULW\LQRUGHUWRLQFUHDVHILUPV¶LQYHVWPHQWHIILFLHQF\
,QWKHORQJUXQWKHHVWDEOLVKPHQWRIDQHIIHFWLYHFUHGLW-UDWLQJV\VWHPDQGWKHGHYHORSPHQWRI
HTXLW\ILQDQFHFRXOGEHDZD\WRDFKLHYHWKLVWDUJHW 
,Q DGGLWLRQ FRQVLGHULQJ WKDW &KLQD¶V OLVWHG ILUPV DUH VWLOO GRPLQDWHG E\ VWDWH
VKDUHKROGHUV D IXUWKHU UHGXFWLRQ LQ VWDWH RZQHUVKLS PD\ QHHG WR EH FDUULHG RXW WR UHGXFH
FRQIOLFWV RI LQWHUHVWV EHWZHHQ FRQWUROOLQJ VKDUHKROGHUV DQG PLQRULW\ VKDUHKROGHUV DQG WR
LQFUHDVHWKHLQWHQVLW\RIPRQLWRULQJE\RWKHUVKDUHKROGHUVRULQGHSHQGHQWLQVWLWXWLRQV7KLVLV
SDUWLFXODUO\LPSRUWDQWDWWKHORFDOOHYHO,PSRVLQJFRQVWUDLQWVRUPRUHUHVWULFWLYHUHJXODWLRQV
WR ORFDO JRYHUQPHQW EXUHDXFUDWV WR SUHYHQW WKHP IURP PDNLQJ DGYHUVH GHFLVLRQV VXFK DV
H[SURSULDWLRQ DQG PLVDSSURSULDWLRQ RI IXQGV ZKLFK XOWLPDWHO\ OHDG WR RYHU-LQYHVWPHQW
VKRXOGWKHUHIRUHEHRQWKHSROLWLFDODJHQGD 
3RVLWLYHVWHSV LQERWKGLUHFWLRQVKDYHDOUHDG\EHHQ WDNHQ:LWK UHJDUGV WR ILQDQFLQJ
FRQVWUDLQWVWKHUHFHQWUHIRUPVWRWKHILQDQFLDOV\VWHPGRFXPHQWHGLQ%RUVWDQG/DUG\
DUHOLNHO\WRKDYHSOD\HGDQLPSRUWDQWUROHLQPDNLQJILQDQFHPRUHDFFHVVLEOHWRWKHH[WHQW
WKDW /DUG\  GRFXPHQWV D VLJQLILFDQW LQFUHDVH LQ WKH IORZ RI ORDQV WR WKH SUHYLRXVO\
ILQDQFLDOO\ GLVFULPLQDWHG DJDLQVW SULYDWH VHFWRU LQ UHFHQW \HDUV )RFXVLQJ RQ DJHQF\ FRVWV
&XPPLQJHWDODQG+RXHWDODUJXHWKDWWKHVSOLWVKDUHVWUXFWXUHUHIRUP
 
ZKLFK DOORZHG UHVWULFWHG VKDUHV KHOG PDLQO\ E\ VWDWH VKDUHKROGHUV WR EHFRPH WUDGDEOH DQG
SHUPLWWHGHTXLW\-EDVHGFRPSHQVDWLRQIRUH[HFXWLYHVRUGLUHFWRUVHQKDQFHGWKHLQFHQWLYHVRI
FRQWUROOLQJ VWDWH VKDUHKROGHUV WR PRQLWRU PDQDJHUV HQVXULQJ WKH\ ZHUH GLVFLSOLQHG DJDLQVW
RSSRUWXQLVWLFEHKDYLRUDQGUHIUDLQHGIURPWKHH[SURSULDWLRQRIPLQRULW\VKDUHKROGHUV31<HW
GHVSLWHWKHVHSRVLWLYHVWHSVPRUHZRUNQHHGVWREHGRQHWRFRPSOHWHO\HUDGLFDWHLQYHVWPHQW
LQHIILFLHQF\IURPWKH&KLQHVHHFRQRP\ 
 
$SSHQGL[ 
 
1. 6WUXFWXUHRIWKHSDQHO 
7DEOH$LOOXVWUDWHVWKHVWUXFWXUHRIRXUSDQHO7DEOH$SUHVHQWVWKHSHU\HDUGLVWULEXWLRQRI
REVHUYDWLRQVLQRXUGDWDVHW 
 
2. 'HILQLWLRQVRIWKHYDULDEOHVXVHG 
0DUNHWYDOXHRIDVVHWVVXPRIPDUNHWYDOXHRIWUDGDEOHVWRFNVERRNYDOXHRIQRQ-WUDGDEOH
VWRFNVDQGPDUNHWYDOXHRIQHWGHEW 
7RELQ¶V4UDWLRRIPDUNHWYDOXHRIDVVHWVWRERRNYDOXHRIWRWDODVVHWV 
5HWXUQRQDVVHWV52$UDWLRRIQHWLQFRPHWRWRWDODVVHWV 
/HYHUDJHUDWLRRIWKHVXPRIVKRUW-WHUPDQGORQJ-WHUPGHEWWRWRWDODVVHWV 
&DVKUDWLRRIWKHVXPRIFDVKDQGFDVKHTXLYDOHQWVWRWRWDODVVHWV 
6L]HQDWXUDOORJDULWKPRIWRWDODVVHWV 
$JHQXPEHURI\HDUVVLQFHOLVWLQJ 
6DOHVJURZWKUDWHRIJURZWKRIUHDOVDOHV 
&$3(;FDSLWDOH[SHQGLWXUHVLHFDVKSDLGWRDFTXLUHDQGFRQVWUXFWIL[HGDVVHWVLQWDQJLEOH
DVVHWVDQGRWKHUORQJ-WHUPDVVHWV 
6DOH33(:VDOHRISURSHUW\SODQWDQGHTXLSPHQWLHQHWFDVKUHFHLYHGIURPGLVSRVDOVRIIL[HG
DVVHWVLQWDQJLEOHDVVHWVDQGRWKHUORQJ-WHUPDVVHWV 
,BWRWDOWRWDOLQYHVWPHQWLHFDSLWDOH[SHQGLWXUHOHVVUHFHLSWVIURPVDOHRISURSHUW\SODQWDQG
HTXLSPHQW&$3(;
 
±6DOH33( 
,BPDLQLQYHVWPHQWWRPDLQWDLQH[LVWLQJDVVHWVLQSODFHGHSUHFLDWLRQDPRUWL]DWLRQ 
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 To provide evidence on the effectiveness of these positive steps in reducing investment inefficiency in China, 
we investigated whether the sensitivities of both under- and over-investment to free cash flow change before and 
after 2008. We found a significant decline in the sensitivities of under-investment to free cash flow in the post-
2008 period. Yet, these sensitivities remained positive and highly significant, which suggest that financing 
constraints did not disappear. As for the sensitivities of over-investment to free cash flow, they became 
insignificant in the post-2008 period. These results are not reported for brevity, but are available upon request. 
 
,BQHZ WRWDO LQYHVWPHQW OHVV LQYHVWPHQW WR PDLQWDLQ H[LVWLQJ DVVHWV LQ SODFH ,BWRWDO
 
-
,BPDLQ 
,HBQHZH[SHFWHGLQYHVWPHQWH[SHQGLWXUHLQQHZSRVLWLYH139SURMHFWV 
,XBQHZXQH[SHFWHGRUDEQRUPDOLQYHVWPHQWH[SHQGLWXUH 
&)2 QHW FDVK IORZ IURP RSHUDWLQJ DFWLYLWLHV LH GLIIHUHQFH EHWZHHQ FDVK LQIORZ IURP
RSHUDWLQJDFWLYLWLHVDQGFDVKRXWIORZIURPRSHUDWLQJDFWLYLWLHV 
&)$,3FDVKIORZJHQHUDWHGIURPDVVHWVLQSODFH&)2-,BPDLQ 
)&)IUHHFDVKIORZ&)2-,BPDLQ-,HBQHZ 
'HIODWRU 7KH *'3 GHIODWRU ZKLFK LV REWDLQHG IURP WKH 1DWLRQDO %XUHDX RI 6WDWLVWLFV RI
&KLQDLVXVHGWRFRQYHUWDOOYDULDEOHVWRUHDOWHUPV 
,QGXVWULHV $FFRUGLQJ WR WKH LQGXVWU\ FODVVLILFDWLRQ WDNHQ IURP WKH &KLQD 6HFXULWLHV
5HJXODWRU\ &RPPLVVLRQ &65& ILUPV LQ &KLQD¶V OLVWHG VHFWRU DUH DVVLJQHG WR RQH RI WKH
IROORZLQJWZHOYHLQGXVWULDOVHFWRUV)DUPLQJIRUHVWU\DQLPDOKXVEDQGU\	ILVKLQJ0LQLQJ
0DQXIDFWXULQJ8WLOLWLHV&RQVWUXFWLRQ7UDQVSRUWDWLRQ	ZDUHKRXVH,QIRUPDWLRQWHFKQRORJ\
:KROHVDOH 	 UHWDLOLQJ 5HDO HVWDWH 6RFLDO VHUYLFHV &RPPXQLFDWLRQV 	 FXOWXUDO
&RQJORPHUDWHV)LQDQFHDQGLQVXUDQFH)ROORZLQJSUHYLRXVOLWHUDWXUHZHH[FOXGHWKH)LQDQFH
	LQVXUDQFHVHFWRUIURPRXUVWXG\ 
3URYLQFHV7KHUHDUHSURYLQFHVLQ&KLQD&RDVWDOSURYLQFHV%HLMLQJ)XMLDQ*XDQJGRQJ
+DLQDQ +HEHL -LDQJVX /LDRQLQJ 6KDQGRQJ 6KDQJKDL 7LDQMLQ DQG =KHMLDQJ &HQWUDO
SURYLQFHV &KRQJTLQJ $QKXL +HLORQJMLDQJ +HQDQ +XEHL +XQDQ -LDQJ[L -LOLQ DQG
6KDQ[L DQG:HVWHUQSURYLQFHV *DQVX*XDQJ[L*XL]KRX1HLPHQJJX1LQJ[LD4LQJKDL
6KDQ[L6LFKXDQ;LQMLDQJDQG<XQQDQ 
 
3. (VWLPDWHVRIWKHG\QDPLFPRGHORILQYHVWPHQWH[SHQGLWXUH(T 
7DEOH$SURYLGHVWKHIL[HGHIIHFWV)HDQGV\VWHP*00HVWLPDWHVRIRXUG\QDPLFPRGHO
RI LQYHVWPHQW H[SHQGLWXUH RXWOLQHG LQ (T  ,W LV ZRUWK QRWLQJ WKDW LQ D G\QDPLF SDQHO
VHWWLQJ WKH IL[HG HIIHFWV HVWLPDWRU VXIIHUV IURP HQGRJHQHLW\ SUREOHPV 2XU SUHIHUUHG
HVWLPDWRULVWKHUHIRUHWKHV\VWHP*HQHUDOL]HG0HWKRGRI0RPHQWVV\VWHP*00GHYHORSHG
E\ $UHOODQR 	 %RYHU  DQG %OXQGHOO 	 %RQG  7KLV HVWLPDWRU HQDEOHV XV WR
FRQWUROIRURPLWWHGYDULDEOHVELDVWKHSRVVLEOHHQGRJHQHLW\RIWKHUHJUHVVRUVDVZHOODVILUP-
VSHFLILF DQG WLPH-LQYDULDQW KHWHURJHQHLW\ /DJJHG YDOXHV RI WKH LQGHSHQGHQW YDULDEOHV DUH
XVHGDV LQVWUXPHQWV WR FRQWURO IRU WKHSRWHQWLDO HQGRJHQHLW\RI WKH UHJUHVVRUV %DXP
5RRGPDQ 
 
,Q RUGHU WR HYDOXDWH WKH YDOLGLW\ RI LQVWUXPHQWV DQG WKH FRUUHFW VSHFLILFDWLRQ RI WKH
PRGHOWZRdiagnostic testsDUHXVHGLQRXUGMM estimations7KHILUVWLVWKH+DQVHQ-WHVW
IRURYHU-LGHQWLI\LQJUHVWULFWLRQV7KHVHFRQGPQWHVWVIRUWKHQWKRUGHUVHULDOFRUUHODWLRQRI
WKHGLIIHUHQFHGUHVLGXDOVDQGSURYLGHVDIXUWKHUWHVWIRUWKHYDOLGLW\RIWKHVSHFLILFDWLRQRIWKH
PRGHO DQG WKH OHJLWLPDF\ RI LQVWUXPHQWV ,I WKH PQ WHVW UHMHFWV WKH QXOO K\SRWKHVLV WKH
LQVWUXPHQWVQHHGWREHODJJHGDWOHDVWQWLPHV6LQFHRXUPRGHOVJHQHUDOO\UHMHFWWKHQXOO
K\SRWKHVLVRIQRVHFRQG-RUGHUDXWRFRUUHODWLRQZKHQWKHLQVWUXPHQWVDUHODJJHGWZLFHOHYHOV
RI WKH HQGRJHQRXV YDULDEOHV GDWHG W- DQG IXUWKHU DUH XVHG DV LQVWUXPHQWV LQ WKH ILUVW-
GLIIHUHQFHGHTXDWLRQVDQGILUVW-GLIIHUHQFHVRIWKHHQGRJHQRXVYDULDEOHVGDWHGW-DUHXVHGDV
DGGLWLRQDOLQVWUXPHQWVLQWKHOHYHOHTXDWLRQV%DXP5RRGPDQ32 
>,QVHUW7DEOH$@ 
&ROXPQ  UHSRUWV WKH IL[HG HIIHFWV HVWLPDWHV ZKLFK UHPRYH WKH HIIHFW RI WLPH-
LQYDULDQW ILUPFKDUDFWHULVWLFV7KH ȡ FRHIILFLHQW LQGLFDWHV WKDWDURXQGRI WKH WRWDO HUURU
YDULDQFHLVH[SODLQHGE\XQREVHUYHGKHWHURJHQHLW\&ROXPQSUHVHQWVWKHHVWLPDWHVREWDLQHG
XVLQJ RXU SUHIHUUHG V\VWHP *00 HVWLPDWRU ZKLFK WDNHV XQREVHUYHG KHWHURJHQHLW\ DQG
HQGRJHQHLW\ VLPXOWDQHRXVO\ LQWR DFFRXQW 0RUH VSHFLILFDOO\ ZH WUHDW ,BQHZLW Cash i,t 4LW
6L]HLW52$LWDQG/HYHUDJHLWDVSRWHQWLDOO\HQGRJHQRXVYDULDEOHVDQGLQVWUXPHQWWKHPXVLQJ
WKHLURZQYDOXHVODJJHGWRWLPHV)LUVW-GLIIHUHQFHVRIWKHVHVDPHYDULDEOHVODJJHGWZLFH
DUHXVHGDVDGGLWLRQDOLQVWUXPHQWVLQWKHOHYHOHTXDWLRQVStatistical diagnosticsWKH+DQVHQ-
WHVWDQGWKHP WHVWGRQRWUHMHFW WKHQXOOK\SRWKHVLVRI LQVWUXPHQWYDOLGLW\DQGRUPRGHO
VSHFLILFDWLRQ 7KH V\VWHP *00 HVWLPDWH RI WKH FRHIILFLHQW DVVRFLDWHG ZLWK WKH ODJJHG
GHSHQGHQW YDULDEOH ,BQHZLW- LV  7KLV SRVLWLYH DQG SUHFLVHO\ GHWHUPLQHG FRHIILFLHQW
VXJJHVWVWKDWLQYHVWPHQWEHKDYLRULVVOXJJLVKDQGVPRRWK,QDGGLWLRQILUPV¶QHZLQYHVWPHQW
H[SHQGLWXUH ,BQHZLWJRHVXS IROORZLQJ LQFUHDVHV LQ FDVKKROGLQJV DQG 52$ DQGGHFOLQHV
ZLWK DJH ,W LV LQWHUHVWLQJ WR QRWH WKDW 7RELQ¶V 4 H[KLELWV D SRRUO\ GHWHUPLQHG FRHIILFLHQW
ZKLOH52$KDVDSRVLWLYHDQGSUHFLVHO\GHWHUPLQHGFRHIILFLHQW7KHSURILWDELOLW\RI&KLQHVH
ILUPV KDV WKHUHIRUH D JUHDWHU LPSDFW RQ WKHLU LQYHVWPHQW WKDQ WKH PDUNHW YDOXDWLRQ RQ
LQYHVWPHQW7KLV LV FRQVLVWHQWZLWK WKH ILQGLQJ IURP:DQJ HW DO  ZKR VKRZ WKDW LQ
LQHIILFLHQWPDUNHWVOLNH&KLQDKLJKHUSURILWVDUHDVVRFLDWHGZLWKKLJKHULQYHVWPHQW 
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 Neither the Hansen J test nor the m(n) test can distinguish poor specification of the model from instrument 
invalidity. 
 
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1RWH,BWRWDOi,t &$3(;i,t -6DOH33(i,t&DSLWDOH[SHQGLWXUH-VDOHRISURSHUW\SODQWDQGHTXLSPHQW 
,BPDLQ
.i,t 'HSUHFLDWLRQi,t$PRUWL]DWLRQi,t 
,BQHZi,t ,BWRWDOi,t-,BPDLQi,t 
&)2i,t 1HWFDVKIORZIURPRSHUDWLQJDFWLYLWLHV 
&)$,3LW &DVKIORZJHQHUDWHGIURPDVVHWVLQSODFH 
)&)i,t &)$,3LW-,HBQHZLW &)2i,t-,BPDLQi,t-,HBQHZLW 
)LJ)UDPHZRUNIRUWKHFRQVWUXFWLRQRIXQGHU-RURYHU-LQYHVWPHQWDQGIUHHFDVKIORZ 
 
 
 
 
 
)LJ)RXUJURXSVRIILUPVEDVHGRQWKHLUDEQRUPDOLQYHVWPHQWDQGIUHHFDVKIORZ)&) 
 
 
 
I_totali,t 
I_newi,t 
Ie_newi,t 
Fitted value 
Iu_newi,t 
Residuals 
Over-
investment (+) 
Under-
investment (-) 
I_main.i,t 
CFOi,t 
FCFi,t (+,-) I_main.i,t I
e_newi,t 
ͻUnder-
investment 
ͻUnder-
investment 
ͻOver-
investment 
ͻOver-
investment 
G4 
FCF (-) 
 
G3 
FCF (+) 
 
 
FCF (+) 
G2 
 
FCF (-) 
G1 )LQDQFLDO
&RQVWUDLQWV 
$JHQF\
FRVWV 
 
7DEOH 
6DPSOHPHDQVDQGPHGLDQVLQSDUHQWKHVHV 
 
G1 G2 G3 G4 Total Diff  (G1 vs. G3) 
I_total 0.0353 0.0304 0.0826 0.1034 0.0584 0.00*** 
 
(0.0277) (0.0248) (0.0714) (0.0918) (0.041) 0.00*** 
I_new 0.0053 -0.0034 0.0522 0.0769 0.0282 0.00*** 
 
(0.0025) (-0.0025) (0.0401) (0.0659) (0.0135) 0.00*** 
Ie_new 0.034 0.0213 0.0154 0.0387 0.0282 0.00*** 
 
(0.0298) (0.0182) (0.0139) (0.0357) (0.0242) 0.00*** 
Iu_new 
-0.0287 -0.0246 0.0368 0.0383 0 0.00*** 
 
(-0.0233) (-0.0201) (0.0224) (0.0239) (-0.0061) 0.00*** 
FCF 
-0.0622 0.0552 0.0569 -0.0562 -0.0079 0.00*** 
 
(-0.0462) (0.0408) (0.0425) (-0.0439) (-0.0077) 0.00*** 
Cash 0.168 0.194 0.142 0.139 0.163 0.00*** 
 
(0.136) (0.16) (0.118) (0.12) (0.133) 0.00*** 
Q 1.885 2.049 2.016 1.818 1.937 0.00*** 
 
(1.498) (1.583) (1.579) (1.486) (1.527) 0.00*** 
Size 20.62 20.73 20.79 20.84 20.73 0.00*** 
 
(20.49) (20.59) (20.68) (20.71) (20.6) 0.00*** 
Age 9.1 10.3 10.6 9.3 9.8 0.00*** 
 
(8) (10) (10) (9) (9) 0.00*** 
ROA 0.014 0.045 0.039 0.025 0.029 0.00*** 
 
(0.025) (0.041) (0.039) (0.028) (0.032) 0.00*** 
Leverage 0.215 0.171 0.201 0.239 0.207 0.00*** 
 
(0.205) (0.147) (0.182) (0.231) (0.192) 0.00*** 
Observations 6,355 4,820 3,785 4,230 19,190  
1RWHV)LUPVDUHFODVVLILHGLQWRIRXUJURXSVDFFRUGLQJWKHLUOHYHORIDEQRUPDOLQYHVWPHQWDQG)&)IUHHFDVKIORZ*URXSXQGHU-
LQYHVWLQJILUPVZLWKQHJDWLYH)&)*URXSXQGHU-LQYHVWLQJILUPVZLWKSRVLWLYH)&)*URXSRYHU-LQYHVWLQJILUPVZLWKSRVLWLYH
)&)*URXS RYHU-LQYHVWLQJ ILUPVZLWKQHJDWLYH )&)7RWDO LQYHVWPHQW ,BWRWDOLW LVGHILQHG DVFDSLWDO H[SHQGLWXUH OHVV UHFHLSWV
IURPWKHVDOHRISURSHUW\SODQWDQGHTXLSPHQW ,BQHZLVWRWDOLQYHVWPHQWOHVVLQYHVWPHQWWRPDLQWDLQH[LVWLQJDVVHWVLQSODFH ,HBQHZ
UHSUHVHQWV WKHH[SHFWHGLQYHVWPHQWH[SHQGLWXUH LQQHZSRVLWLYH139SURMHFWV,XBQHZ UHSUHVHQWV WKHDEQRUPDOLQYHVWPHQWXQGHU-RU
RYHU- LQYHVWPHQW)&) LV IUHHFDVKIORZZKLFK LVFRPSXWHGE\VXEWUDFWLQJ WKHRSWLPDO OHYHORIFDVK IORZIURPRSHUDWLQJDFWLYLWLHV
&)2 &DVK LV WKH UDWLR RI WKH VXP RI FDVK DQG FDVK HTXLYDOHQWV WR WRWDO DVVHWV 4 LV WKH PDUNHW-WR-ERRN UDWLR 6L]H LV WKHQDWXUDO
ORJDULWKPRIWRWDODVVHWV$JHLVWKHQXPEHURI\HDUVHODSVHGVLQFHWKHILUPOLVWHG52$LVUHWXUQRQDVVHWV/HYHUDJHLVWKHUDWLRRIWKH
VXPRIVKRUW-DQGORQJ-WHUPGHEW WRWRWDODVVHWV$OOYDULDEOHH[FHSW6L]HDQG$JHDUHH[SUHVVHGLQSHUFHQWDJHWHUPV$OO LQYHVWPHQW
H[SHQGLWXUHYDULDEOHVDUHVFDOHGE\ WRWDODVVHWV$OOYDULDEOHVH[FHSW $JHDUHGHIODWHGXVLQJWKH*'3GHIODWRU6HH WKH$SSHQGL[ IRU
FRPSOHWHGHILQLWLRQVRIDOOYDULDEOHV'LII LV WKHS-YDOXHDVVRFLDWHGZLWKWKH W-WHVWDQG WKH:LOFR[RQ UDQN-VXP WHVW IRUGLIIHUHQFHV LQ
PHDQV DQG HTXDOLW\ RI PHGLDQV RI FRUUHVSRQGLQJ YDULDEOHV EHWZHHQ ILUPV LQ *URXS  DQG WKRVH LQ *URXS     LQGLFDWHV
VLJQLILFDQFHDWWKHDQGOHYHOUHVSHFWLYHO\ 
 
 
 
 
 
 
 
  
7DEOH 
8QGHU-RURYHU-LQYHVWPHQW-IUHHFDVKIORZVHQVLWLYLWLHV 
 
(1) (2) (3) (4) 
Dependent variable: Iu_newi,t Under_gmm Over_gmm Under_fe Over_fe 
Dum_FCF>0 0.001** -0.001 0.001 -0.002* 
 
(0.001) (0.001) (0.001) (0.001) 
FCF*Dum_FCF<0 0.060*** 0.014 0.044*** 0.008 
 
(0.005) (0.015) (0.005) (0.012) 
FCF*Dum_FCF>0 0.015** 0.028** 0.013* 0.027** 
 
(0.007) (0.014) (0.007) (0.011) 
Firm-fixed effects yes yes yes yes 
Year-fixed effects yes yes yes yes 
R2 0.35 0.37 0.39 0.40 
Adjusted R2 0.21 0.17 0.24 0.20 
ȇ 0.36 0.37 0.39 0.39 
Prob>F(overall fit) 34.27 8.23 18.84 6.84 
'LII 0.00*** 0.49 0.00*** 0.27 
Observations 11,175 8,015 10,541 8,649 
1RWHV$OO VSHFLILFDWLRQVZHUH HVWLPDWHGXVLQJ WKH IL[HG HIIHFWV estimator7HVW VWDWLVWLFVDQG VWDQGDUG HUURUV LQSDUHQWKHVHV RI DOO
YDULDEOHV LQ WKH UHJUHVVLRQV DUH DV\PSWRWLFDOO\ UREXVW WR KHWHURVFHGDVWLFLW\). ȡ UHSUHVHQWV WKH SURSRUWLRQ RI WKH WRWDO HUURU YDULDQFH
DFFRXQWHG IRU E\ XQREVHUYHG KHWHURJHQHLW\ 7KH GHSHQGHQW YDULDEOH LV XQH[SHFWHG LQYHVWPHQW ,XBQHZLW FDOFXODWHG DGRSWLQJ
5LFKDUGVRQ¶V  PHWKRG ZKHUH RYHU-LQYHVWLQJ XQGHU-LQYHVWLQJ ILUPV DUH FKDUDFWHUL]HG E\ SRVLWLYH QHJDWLYH DEQRUPDO
LQYHVWPHQW,XBQHZLW)&)LVIUHHFDVKIORZZKLFKLVFRPSXWHGE\VXEWUDFWLQJWKHRSWLPDOOHYHORIFDVKIORZIURPRSHUDWLQJDFWLYLWLHV
&)2'XPB)&)LVDGXPP\YDULDEOHZKLFKLVHTXDOWRLQ\HDUWLIDILUP¶VIUHHFDVKIORZLQWKDW\HDULVQHJDWLYH)&)DQG
RWKHUZLVH'XPB)&)!LVDGXPP\YDULDEOHZKLFKLVHTXDOWRLQ\HDUWLIDILUP¶VIUHHFDVKIORZLQWKDW\HDULVSRVLWLYH)&)!
DQGRWKHUZLVH8QGHUBJPP2YHUBJPPDQG8QGHUBIH2YHUBIHUHIHUWRDEQRUPDOLQYHVWPHQWREWDLQHGE\HVWLPDWLQJ(TXVLQJ
WKHV\VWHP*00DQGWKHIL[HGHIIHFWVHVWLPDWRU, respectively (see Table A3 in the Appendix). 'LIILVWKHS-YDOXHRIWKH:DOGVWDWLVWLF
IRUWKHHTXDOLW\RIWKHIUHHFDVKIORZFRHIILFLHQWVIRUILUPVIDFLQJSRVLWLYHDQGQHJDWLYH)&)LQGLFDWHVVLJQLILFDQFHDWWKH
DQGOHYHOUHVSHFWLYHO\ 
 
7DEOH 
8QGHU-RURYHU-LQYHVWPHQW-IUHHFDVKIORZVHQVLWLYLWLHVIXUWKHUWHVWV 
    
 
(1) (2) (3) (4) (5) (6) (7) (8) (9) (10) 
Dependent variable:  Under_gmm Over_gmm Under_gmm Over_gmm Under_gmm Over_gmm Under_gmm Over_gmm Under_gmm Over_gmm 
Iu_newi,t 20th Quant  20th Quant 50th Quant 50th Quant 80th Quant 80th Quant   <50th >50th 
 Most under-investment ²¾0RVWRYHU-investment     
Dum_FCF>0 0.001 -0.001 0.001 -0.001 0.001* -0.004 0.001 -0.002 0.002** -0.000 
 
(0.001) (0.001) (0.001) (0.001) (0.001) (0.002) (0.001) (0.002) (0.001) (0.001) 
FCF*Dum_FCF<0 0.090*** 0.015* 0.054*** 0.006 0.033*** 0.004 0.043*** 0.007 0.057*** 0.012 
 
(0.016) (0.008) (0.007) (0.013) (0.005) (0.022) (0.005) (0.017) (0.005) (0.013) 
FCF*Dum_FCF>0 0.020 0.020*** 0.013** 0.043*** 0.009 0.061** 0.004 0.028* 0.015** 0.036*** 
 
(0.015) (0.007) (0.006) (0.012) (0.007) (0.027) (0.006) (0.017) (0.007) (0.012) 
Firm-fixed effects yes yes yes yes yes yes yes yes yes yes 
Year-fixed effects no no no no no no yes yes yes Yes 
(Pseudo) R2 0.01 0.01 0.01 0.01 0.01 0.01 0.42 0.41 0.38 0.34 
Adjusted R2  
     
0.31 0.24 0.22 0.16 
ȡ       0.37 0.40 0.36 0.35 
Prob>F(overall fit)  
     
19.77 11.95 35.77 5.72 
'LII 0.00*** 0.66 0.00*** 0.04** 0.00*** 0.10* 0.00*** 0.40 0.00*** 0.19 
Observations 11,175 8,015 11,175 8,015 11,175 8,015 13,119 8,678 9,599 9,591 
1RWHV7KHVSHFLILFDWLRQV LQFROXPQVWRZHUHHVWLPDWHGXVLQJDTXDQWLOHHVWLPDWRUZLWK IL[HGHIIHFWVDQG WKRVH LQFROXPQV WRXVLQJD IL[HGHIIHFWVHVWLPDWRU)RU WKHTXDQWLOH UHJUHVVLRQZH UXQ
VHSDUDWH UHJUHVVLRQV IRU WKHWK WK WKTXDQWLOHVRI DEQRUPDO LQYHVWPHQWZLWKERRWVWUDSSHG VWDQGDUG HUURUV  UHSHWLWLRQV 7HVW VWDWLVWLFVDQG VWDQGDUG HUURUV LQSDUHQWKHVHV RI DOO YDULDEOHV LQ WKH
UHJUHVVLRQVDUHDV\PSWRWLFDOO\UREXVWWRKHWHURVFHGDVWLFLW\7KHGHSHQGHQWYDULDEOHLVXQH[SHFWHGLQYHVWPHQW,XBQHZLWFDOFXODWHGXVLQJ5LFKDUGVRQ¶VPHWKRGZKHUHLQFROXPQVWRXQGHU-LQYHVWLQJ
RYHU-LQYHVWLQJILUPVDUHFKDUDFWHUL]HGE\SRVLWLYHQHJDWLYHDEQRUPDOLQYHVWPHQW,XBQHZLW,QFROXPQVDQGXQGHU-RYHU-LQYHVWPHQWDUHREWDLQHGIURPWKHHVWLPDWLRQRI(TVHSDUDWHO\LQHDFK\HDU
XVLQJ2/6,QFROXPQVDQGZHGHILQHXQGHU-RYHU-LQYHVWPHQWZKHQLQDJLYHQ\HDUILUPL¶VDEQRUPDOLQYHVWPHQWLVEHORZDERYHWKHPHGLDQYDOXHRIWKHGLVWULEXWLRQRIWKHDEQRUPDOLQYHVWPHQWRIDOO
ILUPVEHORQJLQJWRWKHVDPHLQGXVWU\DVILUPLLQWKDW\HDU)&)LVFRPSXWHGE\VXEWUDFWLQJWKHRSWLPDOOHYHORIFDVKIORZIURPFDVKIORZIURPRSHUDWLQJDFWLYLWLHV&)2'XPB)&)LVDGXPP\YDULDEOH
ZKLFKLVHTXDOWRLQ\HDUWLIDILUP¶VIUHHFDVKIORZLQWKDW\HDULVQHJDWLYH)&)DQGRWKHUZLVH'XPB)&)!LVDGXPP\YDULDEOHZKLFKLVHTXDOWRLQ\HDUWLIDILUP¶VIUHHFDVKIORZLQWKDW\HDULV
SRVLWLYH)&)!DQGRWKHUZLVH)RUWKHIL[HGHIIHFWVUHJUHVVLRQLQFROXPQVWRȡUHSUHVHQWVWKHSURSRUWLRQRIWKHWRWDOHUURUYDULDQFHDFFRXQWHGIRUE\XQREVHUYHGKHWHURJHQHLW\'LIILVWKHS-YDOXHRI
WKH:DOGVWDWLVWLFIRUWKHHTXDOLW\RIWKHIUHHFDVKIORZFRHIILFLHQWVIRUILUPVIDFLQJSRVLWLYHDQGQHJDWLYH)&)LQGLFDWHVVLJQLILFDQFHDWWKHDQGOHYHOUHVSHFWLYHO\ 
 
 
 
7DEOH 
8QGHU-RURYHU-LQYHVWPHQW-IUHHFDVKIORZVHQVLWLYLWLHVXVLQJ%DWHV¶VGHILQLWLRQVRIDEQRUPDO
LQYHVWPHQWDQGIUHHFDVKIORZ 
Dependent variable: 
IX¶_newi,t 
(1) (2) 
Under_ gmm Over_ gmm 
IX¶_newi,t-1 0.267*** -0.001 
 
(0.020) (0.027) 
'XPB)&)¶>0 -0.002 -0.002 
 
(0.003) (0.004) 
)&)¶i,t'XPB)&)¶<0 0.091*** 0.002 
 
(0.033) (0.061) 
)&)¶i,t'XPB)&)¶>0 0.001 0.142*** 
 
(0.037) (0.052) 
Cashi,t-1 0.154*** 0.182*** 
 
(0.012) (0.019) 
Qi,t-1 -0.002* -0.004** 
 
(0.001) (0.002) 
Sizei,t-1 0.001 0.001 
 
(0.001) (0.002) 
Agei,t 0.001*** 0.000 
 
(0.000) (0.000) 
ROAi,t-1 0.106*** 0.204*** 
 
(0.017) (0.055) 
Leveragei,t-1 0.012 0.048** 
 
(0.008) (0.019) 
Year-fixed effects yes yes 
Industry-fixed effects yes yes 
Province-fixed effects yes yes 
Prob>F(overall fit) 21.31 8.21 
Hansen J test (p-value) 0.00*** 0.00*** 
m2/m3 test (p-value) 0.01** 0.12 
'LII 0.09* 0.09* 
Observations 9,789 9,401 
1RWHV$OOVSHFLILFDWLRQVZHUHHVWLPDWHGXVLQJWKHV\VWHP*00estimator7HVWVWDWLVWLFVDQGVWDQGDUGHUURUVLQSDUHQWKHVHVRI
DOO YDULDEOHV LQ WKH UHJUHVVLRQV DUH DV\PSWRWLFDOO\ UREXVW WR KHWHURVFHGDVWLFLW\ $GRSWLQJ WKH PHWKRG RI %DWHV  WKH
GHSHQGHQWYDULDEOHLVIX¶_newi,tWKHGLIIHUHQFHEHWZHHQDILUP¶VQHZLQYHVWPHQWH[SHQGLWXUH,BQHZ i,tLQDJLYHQ\HDUDQGWKDWRI
WKH PHGLDQ ILUP LQ WKH LQGXVWU\ LQ ZKLFK WKH ILUP RSHUDWHV I_newt LQ WKDW \HDU 8QGHU-LQYHVWLQJ RYHU-LQYHVWLQJ ILUPV DUH
FKDUDFWHUL]HGE\SRVLWLYHQHJDWLYHDEQRUPDOLQYHVWPHQWIX¶_newi,t )&)¶i,t LVFDOFXODWHGDVWKHGLIIHUHQFHEHWZHHQWKHILUP¶V
FDVKIORZJHQHUDWHGIURPDVVHWVLQSODFHLQDJLYHQ\HDU&)$,3,i,tDQGWKDWRIWKHPHGLDQILUPLQWKHLQGXVWU\LQZKLFKWKHILUP
RSHUDWHVLQWKDW\HDU&)$,3,i.). 'XPB)&)¶LVDGXPP\YDULDEOHZKLFKLVHTXDOWRLQDJLYHQ\HDULIDILUP¶V&)$,3,i,tLVEHORZ
LWVRSWLPDOOHYHOSUR[LHGE\WKHILUP¶VLQGXVWU\¶VPHGLDQ&)$,3,i.DQGRWKHUZLVH'XPB)&)¶!LVDGXPP\YDULDEOHZKLFKLV
HTXDO WR LQDJLYHQ\HDU LID ILUP¶V &)$,3,i,t H[FHHGV LWVRSWLPDO OHYHO LH WKHPHGLDQRI WKH ILUP¶V LQGXVWU\¶V&)$,3,i.DQG
RWKHUZLVH$OOYDULDEOHVH[FHSWQi,t-1,6L]HLW-DQG$JHLWDUHVFDOHGE\WRWDODVVHWVPPLVDWHVWIRUVHFRQG-WKLUG-RUGHUVHULDO
FRUUHODWLRQ RI WKH UHVLGXDOV LQ WKH GLIIHUHQFHG HTXDWLRQV DV\PSWRWLFDOO\ GLVWULEXWHG DV 1 XQGHU WKH QXOO RI QR VHULDO
FRUUHODWLRQ7KH+DQVHQ-WHVWRIRYHU-LGHQWLI\LQJUHVWULFWLRQVLVGLVWULEXWHGDV&KL-VTXDUHXQGHUWKHQXOORILQVWUXPHQWYDOLGLW\
:HWUHDWIX¶_new, )&)¶, Cash, Q6L]H52$DQG/HYHUDJHLWDVSRWHQWLDOO\HQGRJHQRXVYDULDEOHV/HYHOVRIWKHVHYDULDEOHVODJJHG
WZLFH RU ORQJHU DUH XVHG DV LQVWUXPHQWV LQ WKH ILUVW-GLIIHUHQFHG HTXDWLRQV DQG ILUVW-GLIIHUHQFHV RI WKHVH VDPHYDULDEOHV ODJJHG
RQFHDVDGGLWLRQDOLQVWUXPHQWVLQWKHOHYHOHTXDWLRQV'LIILVWKHS-YDOXHRIWKH:DOGVWDWLVWLFIRUWKHHTXDOLW\RIWKHIUHHFDVKIORZ
FRHIILFLHQWV IRU ILUPV IDFLQJ SRVLWLYH DQG QHJDWLYH )&)¶    LQGLFDWHV VLJQLILFDQFH DW WKH   DQG  OHYHO
UHVSHFWLYHO\ 
 
 
 
 
7DEOH 
6XPPDU\VWDWLVWLFVRIILQDQFLDOFRQVWUDLQV.=DQG::LQGH[HVIRUXQGHU-DQGRYHU-LQYHVWLQJILUPV 
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 - -  
* .= 
-  - -   
8QGHUB)&)! :: -  - - -  
'LII*YV* .=  
 
'LII*YV*  
  0HDQ ::    0HGLDQ      
* .= 
-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 - -   
2YHUB)&)! :: -  - - -  
* .= 
-  - -   
2YHUB)&) :: -  - - -  
'LII*YV* .=  
 
'LII*YV*  
  0HDQ ::    0HGLDQ      
7RWDO .= 
-  - -   
  :: -  - - -  
1RWHV.=DQG::UHSUHVHQWILUP-VSHFLILFOHYHOVRIILQDQFLDOFRQVWUDLQWVWKH.DSODQDQG=LQJDOHV.=LQGH[/DPRQWHWDODQGWKH:KLWHGDQG:X::LQGH[:KLWHG	:X)LUPVDUHFODVVLILHGLQWR
WKHIROORZLQJIRXUJURXSV*URXSXQGHU-LQYHVWLQJILUPVZLWKQHJDWLYH)&)*URXSXQGHU-LQYHVWLQJILUPVZLWKSRVLWLYH)&)*URXSRYHU-LQYHVWLQJILUPVZLWKSRVLWLYH)&)*URXSRYHU-LQYHVWLQJILUPV
ZLWKQHJDWLYH)&)3 LV WKHWKWKWKSHUFHQWLOHRI WKHUHVSHFWLYHGLVWULEXWLRQ'LIILVWKHS-YDOXHDVVRFLDWHGZLWKWKHW-WHVWDQGWKH:LOFR[RQUDQN-VXPWHVWIRUGLIIHUHQFHVLQPHDQVDQGHTXDOLW\RI
PHGLDQVRIWKH.=::LQGH[HVEHWZHHQJURXSVRIXQGHU-LQYHVWLQJILUPV*URXSDQG*URXSRUEHWZHHQJURXSVRIRYHU-LQYHVWLQJILUPV*URXSDQG*URXSLQGLFDWHVVLJQLILFDQFHDWWKH
DQGOHYHOUHVSHFWLYHO\ 
 
 
 
7DEOH 
8QGHU-LQYHVWPHQW-IUHHFDVKIORZVHQVLWLYLWLHVDFFRXQWLQJIRUILQDQFLDOFRQVWUDLQWVXVLQJWKH.=DQG::
LQGH[HV 
Dependent variable: Iu_newi,t 
    
.=BXQGHU .=BXQGHU ::BXQGHU ::BXQGHU 
0HGLXPB)&- 0.001  -0.002***  
 (0.001)  (0.001)  
+LJKB)&! 0.003***  -0.002**  
 (0.001)  (0.001)  
FCF i,t*/RZB)& 0.036***  0.036***  
 (0.005)  (0.005)  
FCF i,t*0HGLXPB)&- 0.050***  0.043***  
 (0.004)  (0.004)  
FCF i,t*+LJKB)&! 0.054***  0.057***  
 (0.005)  (0.005)  
+LJKB)&  0.002***  -0.000 
 
 (0.001)  (0.001) 
FCF i,t*/RZB)&  0.040***  0.039*** 
 
 (0.004)  (0.004) 
FCF i,t*+LJKB)&!  0.054***  0.053*** 
 
 (0.004)  (0.004) 
Firm-fixed effects yes yes yes yes 
Year-fixed effects yes yes yes yes 
R2 0.35 0.35 0.35 0.35 
Adjusted R2 0.21 0.21 0.21 0.21 
ȡ 0.36 0.36 0.36 0.36 
Prob>F(overall fit) 30.30 33.51 30.55 33.07 
'LII 0.01** 0.01** 0.00*** 0.00*** 
Observations 11,170 11,170 11,165 11,165 
1RWHV $OO VSHFLILFDWLRQV ZHUH HVWLPDWHG XVLQJ WKH IL[HG HIIHFWV estimator 7HVW VWDWLVWLFV DQG VWDQGDUG HUURUV LQ SDUHQWKHVHV RI DOO
YDULDEOHV LQ WKH UHJUHVVLRQV DUH DV\PSWRWLFDOO\ UREXVW WR KHWHURVFHGDVWLFLW\ ȡ UHSUHVHQWV WKH SURSRUWLRQ RI WKH WRWDO HUURU YDULDQFH
DFFRXQWHG IRU E\ XQREVHUYHG KHWHURJHQHLW\ 7KH GHSHQGHQW YDULDEOH LV XQH[SHFWHG LQYHVWPHQW ,XBQHZLW FDOFXODWHG DGRSWLQJ
5LFKDUGVRQ¶VPHWKRGZKHUHXQGHU-LQYHVWLQJRYHU-LQYHVWLQJILUPVDUHFKDUDFWHUL]HGE\SRVLWLYHQHJDWLYHDEQRUPDOLQYHVWPHQW
,XBQHZLW)&)LWLVFRPSXWHGE\VXEWUDFWLQJWKHRSWLPDOOHYHORIFDVKIORZIURPFDVKIORZIURPRSHUDWLQJDFWLYLWLHV&)2+LJKB)&
0HGLXPB)&DQG/RZB)&DUHGXPP\YDULDEOHVHTXDOWRLQDJLYHQ\HDULIDILUPIDFHVKLJKPHGLXPRUORZILQDQFLDOFRQVWUDLQWVDQG
RWKHUZLVH6SHFLILFDOO\LQFROXPQVDQGZHFRQVLGHUDILUPWREHILQDQFLDOO\FRQVWUDLQHGXQFRQVWUDLQHGLQDJLYHQ\HDULILWV.=
RU::LQGH[OLHVLQWKHWRSERWWRPWKUHHGHFLOHVRIWKHGLVWULEXWLRQRIWKHFRUUHVSRQGLQJYDULDEOHVIRUDOOILUPVEHORQJLQJWRWKHVDPH
LQGXVWU\LQWKDW\HDU7KHUHPDLQLQJILUP-\HDUVZLOOEHWKHRQHVZKRIDFHDPHGLXPOHYHORIILQDQFLDOFRQVWUDLQWV,QFROXPQVDQGD
ILUPLVFRQVLGHUHGWREHILQDQFLDOO\FRQVWUDLQHGLQDJLYHQ\HDULILWV.=RU::LQGH[H[FHHGVWKHPHGLDQYDOXHRIWKHLQGH[FDOFXODWHG
LQWKHLQGXVWU\WKHILUPEHORQJVWRLQWKDW\HDUDQGILQDQFLDOO\XQFRQVWUDLQHGRWKHUZLVH'LIILVWKHS-YDOXHRIWKH:DOGVWDWLVWLFIRUWKH
HTXDOLW\RIWKHIUHHFDVKIORZFRHIILFLHQWVDFURVVYDULRXVFDWHJRULHVRIILUPVLQGLFDWHVVLJQLILFDQFHDWWKHDQG
OHYHOUHVSHFWLYHO\ 
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7DEOH 
8QGHU-LQYHVWPHQW-IUHHFDVKIORZVHQVLWLYLWLHVDFFRXQWLQJIRUILQDQFLDOFRQVWUDLQWV
XVLQJVL]HDQGDJH 
Dependent variable:  
Iu_newi,t 
 
    
7RWDO$VVHWV 7RWDO$VVHWV $JH $JH 
/RZB)&     
     
0HGLXPB)&-     
     
FCF i,t*/RZB)&     
     
FCF i,t*0HGLXPB)&-     
     
FCF i,t*+LJKB)&!     
     
+LJKB)&! 
    
 
    
FCF i,t*/RZB)& 
    
 
    
FCF i,t*+LJKB)&! 
    
 
    
Firm-fixed effects <HV <HV \HV \HV 
Year-fixed effects <HV <HV \HV \HV 
5     
$GMXVWHG5     
ȡ     
)-YDOXH     
'LII     
2EVHUYDWLRQV     
1RWHV$OOVSHFLILFDWLRQVZHUHHVWLPDWHGXVLQJWKHIL[HGHIIHFWVestimator7HVWVWDWLVWLFVDQGVWDQGDUGHUURUV
LQ SDUHQWKHVHV RI DOO YDULDEOHV LQ WKH UHJUHVVLRQV DUH DV\PSWRWLFDOO\ UREXVW WR KHWHURVFHGDVWLFLW\ ȡ
UHSUHVHQWV WKH SURSRUWLRQ RI WKH WRWDO HUURU YDULDQFH DFFRXQWHG IRU E\ XQREVHUYHG KHWHURJHQHLW\ 7KH
GHSHQGHQWYDULDEOH LVXQH[SHFWHG LQYHVWPHQW ,XBQHZLWFDOFXODWHG DGRSWLQJ5LFKDUGVRQ¶VPHWKRG 
ZKHUH XQGHU-LQYHVWLQJ ILUPV DUH FKDUDFWHUL]HG E\ QHJDWLYH DEQRUPDO LQYHVWPHQW ,XBQHZLW )&)LW LV
FRPSXWHGE\VXEWUDFWLQJWKHRSWLPDO OHYHORIFDVK IORZIURPFDVK IORZIURPRSHUDWLQJDFWLYLWLHV &)2
/RZB)&0HGLXPB)&DQG+LJKB)&DUHGXPP\YDULDEOHVHTXDOWR LQDJLYHQ\HDU UHVSHFWLYHO\ LIWKH
ILUP LV OLNHO\ WR IDFH ORZ PHGLXP DQGKLJK ILQDQFLDO FRQVWUDLQWV UHODWLYHO\ WR DOO ILUPV RSHUDWLQJ LQ WKH
VDPHLQGXVWU\ LWEHORQJV WRLQWKDW\HDUDQGRWKHUZLVH6SHFLILFDOO\ LQFROXPQVDQGZHFRQVLGHUD
ILUPIDFLQJORZKLJKILQDQFLDOFRQVWUDLQWVLQDJLYHQ\HDULILWVVL]HUHDOWRWDODVVHWVDQGDJHUHVSHFWLYHO\
OLHLQWKHERWWRPWRSKDOIRIWKHGLVWULEXWLRQRIWKHFRUUHVSRQGLQJYDOXHVRIDOOILUPVEHORQJLQJWRWKHVDPH
LQGXVWU\ LQ WKDW\HDU ,QFROXPQVDQGZHFRQVLGHUD ILUPIDFLQJ ORZKLJK ILQDQFLDOFRQVWUDLQWV LQD
JLYHQ\HDULILWVVL]HUHDOWRWDODVVHWVDQGDJHUHVSHFWLYHO\OLHLQWKHERWWRPWRSKDOIRIWKHGLVWULEXWLRQRI
WKHFRUUHVSRQGLQJYDULDEOHVRIDOO ILUPVEHORQJLQJWR WKHVDPHLQGXVWU\ LQ WKDW\HDU7KH UHPDLQLQJ ILUP-
\HDUVZLOOEHWKRVHZKRIDFHDPHGLXPOHYHORIILQDQFLDOFRQVWUDLQWV'LIILVWKHS-YDOXHRIWKH:DOGVWDWLVWLF
IRU WKHHTXDOLW\RI WKH IUHHFDVK IORZFRHIILFLHQWVDFURVVYDULRXVFDWHJRULHVRI ILUPV LQGLFDWHV
VLJQLILFDQFHDWWKHDQGOHYHOUHVSHFWLYHO\ 
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7DEOH 
6XPPDU\VWDWLVWLFVRIDJHQF\FRVWV25(&DQG&2IRUXQGHU-DQGRYHU-LQYHVWLQJILUPV 
 
)&LQGH[ 0HDQ 6W'HY 3 3 3 12EV 
* 25(&       
8QGHUB FCF<0 &2       
* 25(&       
8QGHUB FCF>0 &2       
'LII*YV* 25(&   'LII*YV*    
0HDQ &2   0HGLDQ    
* 25(&       
2YHUB FCF>0 &2       
* 25(&       
2YHUB FCF<0 &2       
'LII*YV* 25(&   'LII*YV*    
0HDQ &2   0HGLDQ    
7RWDO 25(&       
 
&2       
1RWHV25(&RWKHUUHFHLYDEOHVFDOHGE\WRWDODVVHWVDQG&2GXPP\HTXDOWRLIWKHILUPH[KLELWVDGLYHUJHQFHEHWZHHQFRQWUROOLQJDQGRZQHUVKLSULJKWVDQGRWKHUZLVH UHSUHVHQWILUP-VSHFLILFOHYHOVRIDJHQF\
FRVWV)LUPVDUHFODVVLILHGLQWRWKHIROORZLQJIRXUJURXSV*URXSXQGHU-LQYHVWLQJILUPVZLWKQHJDWLYH)&)*URXSXQGHU-LQYHVWLQJILUPVZLWKSRVLWLYH)&)*URXSRYHU-LQYHVWLQJILUPVZLWKSRVLWLYH)&)
*URXSRYHU-LQYHVWLQJILUPVZLWKQHJDWLYH)&)3LVWKHWKWKWKSHUFHQWLOHRIWKHGLVWULEXWLRQRIWKHUHOHYDQWYDULDEOH'LIILVWKHS-YDOXHDVVRFLDWHGZLWKWKHW-WHVWDQGWKH:LOFR[RQUDQN-VXPWHVWIRU
GLIIHUHQFHVLQPHDQVDQGHTXDOLW\RIPHGLDQVRIWKHILUP-OHYHODJHQF\FRVWVEHWZHHQJURXSVRIXQGHU-LQYHVWLQJILUPV*URXSDQG*URXSRUEHWZHHQJURXSVRIRYHU-LQYHVWLQJILUPV*URXSDQG*URXS
LQGLFDWHVVLJQLILFDQFHDWWKHDQGOHYHOUHVSHFWLYHO\ 
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7DEOH 
2YHU-LQYHVWPHQW-IUHHFDVKIORZVHQVLWLYLWLHVDFFRXQWLQJIRUDJHQF\FRVWVXVLQJ25(&DQG&2 
Dependent variable: Iu_newi,t 
    
25(& 25(&  &2 
0HGLXPB$&- -    
     
+LJKB$&! -    
     
FCF i,t*/RZB$&     
 
    
FCF i,t*0HGLXPB$&-     
     
FCF i,t*+LJKB$&!     
     
+LJKB$&!  -   
 
    
FCF i,t*/RZB$&     
 
    
FCF i,t*+LJKB$&!     
 
    
Firm-fixed effects \HV \HV  \HV 
Year-fixed effects \HV \HV  \HV 
R2     
Adjusted R2     
ȇ     
Prob>F(overall fit)     
'LII     
Observations     
1RWHV$OOVSHFLILFDWLRQVZHUHHVWLPDWHGXVLQJWKHIL[HGHIIHFWVestimator7HVWVWDWLVWLFVDQGVWDQGDUGHUURUVLQSDUHQWKHVHVRIDOOYDULDEOHV
LQWKHUHJUHVVLRQVDUHDV\PSWRWLFDOO\UREXVWWRKHWHURVFHGDVWLFLW\ȡUHSUHVHQWVWKHSURSRUWLRQRIWKHWRWDOHUURUYDULDQFHDFFRXQWHGIRUE\
XQREVHUYHG KHWHURJHQHLW\ 7KH GHSHQGHQW YDULDEOH LV XQH[SHFWHG LQYHVWPHQW ,XBQHZLW FDOFXODWHG XVLQJ 5LFKDUGVRQ¶V  PHWKRG
ZKHUHXQGHU-LQYHVWLQJRYHU-LQYHVWLQJILUPVDUHFKDUDFWHUL]HGE\SRVLWLYHQHJDWLYHDEQRUPDOLQYHVWPHQW,XBQHZLW)&)LWLVFRPSXWHG
E\VXEWUDFWLQJWKHRSWLPDO OHYHORIFDVK IORZIURPFDVK IORZRSHUDWLQJ IURPDFWLYLWLHV &)2+LJKB$&0HGLXPB$&DQG/RZB$& DUH
GXPP\ YDULDEOHV HTXDO WR  LQ D JLYHQ \HDU LI D ILUP IDFHV UHVSHFWLYHO\ KLJK PHGLXP DQG ORZ DJHQF\ FRVWV FRPSDUHG WR DOO ILUPV
EHORQJLQJWR WKHVDPHLQGXVWU\LWEHORQJVWRDQGRWKHUZLVH 6SHFLILFDOO\ LQFROXPQVZHGHILQHDILUPDVIDFLQJKLJKORZDJHQF\
FRVWVLQDJLYHQ\HDULILWV25(&OLHVLQWKHWRSERWWRPWKUHHGHFLOHVRIWKHGLVWULEXWLRQRIWKH25(&VRIDOOILUPVRSHUDWLQJLQLWVVDPH
LQGXVWU\LQWKDW\HDU7KHUHPDLQLQJILUP-\HDUVZLOOEHWKHRQHVZLWKPHGLXPDJHQF\FRVWV7KHUHPDLQLQJILUP-\HDUVZLOOEHWKHRQHVZKR
IDFHDPHGLXPOHYHORIDJHQF\FRVWV$VIRUFROXPQDILUPLVFRQVLGHUHGDVIDFLQJKLJKORZDJHQF\FRVWVLQDJLYHQ\HDULILWV25(&
H[FHHGVLVEHORZWKHPHGLDQYDOXHRIWKHGLVWULEXWLRQRIWKH25(&VRIDOOILUPVRSHUDWLQJLQWKHVDPHLQGXVWU\LWEHORQJVWRLQWKDW\HDU
,QFROXPQVDILUPLVFRQVLGHUHGDVIDFLQJKLJKORZDJHQF\FRVWVLQDJLYHQ\HDULILWVEORFNKROGHU¶VFRQWUROOLQJULJKWH[FHHGVGRHVQRW
H[FHHGLWVFDVK-IORZULJKWLQDJLYHQ\HDU'LIILVWKHS-YDOXHRIWKH:DOGVWDWLVWLFIRUWKHHTXDOLW\RIWKHIUHHFDVKIORZFRHIILFLHQWVDFURVV
YDULRXVFDWHJRULHVRIILUPVLQGLFDWHVVLJQLILFDQFHDWWKHDQGOHYHOUHVSHFWLYHO\ 
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7DEOH 
8QGHU-LQYHVWPHQW-IUHHFDVKIORZVHQVLWLYLWLHVDFFRXQWLQJIRUDJHQF\FRVWVXVLQJEORFNKROGHU¶VDQG&(2
VKDUHKROGLQJ 
Dependent variable: 
Iu_newi,t 
(1) (2) 
Blockholder Shareholding_CEO 
,QVLGHU  0.002 
 
 (0.002) 
FCF i,t*2XWVLGHU  0.031*** 
 
 (0.010) 
FCF i,t*,QVLGHU  0.016 
 
 (0.015) 
0HGLXPB6KDUH- -0.000  
 
(0.002)  
+LJKB6KDUH! -0.001  
 
(0.002)  
FCF i,t*/RZB6KDUH 0.016  
 (0.012)  
FCF i,t*0HGLXPB6KDUH- 0.023**  
 (0.011)  
FCF i,t*+LJKB6KDUH! 0.014  
 (0.012)  
Firm-fixed effects Yes yes 
Year-fixed effects Yes yes 
R2 0.38 0.40 
Adjusted R2 0.17 0.16 
ȇ 0.37 0.40 
F-value 7.40 7.19 
'LII/RZ960HGLXP 0.66  
'LII0HGLXP96+LJK 0.58  
'LII/RZ96+LJK 0.92 0.40 
Observations 8,015 6,146 
1RWHV$OOVSHFLILFDWLRQVZHUHHVWLPDWHGXVLQJWKHIL[HGHIIHFWVestimator7HVWVWDWLVWLFVDQGVWDQGDUGHUURUVLQSDUHQWKHVHVRIDOOYDULDEOHV
LQ WKH UHJUHVVLRQVDUHDV\PSWRWLFDOO\ UREXVW WRKHWHURVFHGDVWLFLW\ ȡ UHSUHVHQWV WKHSURSRUWLRQRI WKH WRWDOHUURUYDULDQFHDFFRXQWHG IRUE\
XQREVHUYHG KHWHURJHQHLW\ 7KH GHSHQGHQW YDULDEOH LV XQH[SHFWHG LQYHVWPHQW ,XBQHZLW FDOFXODWHG DGRSWLQJ 5LFKDUGVRQ¶V  PHWKRG
ZKHUHRYHU-LQYHVWLQJ ILUPVDUHFKDUDFWHUL]HGE\SRVLWLYHDEQRUPDO LQYHVWPHQW ,XBQHZLW)&)i,t  LVFRPSXWHGE\VXEWUDFWLQJ WKHRSWLPDO
OHYHO RI FDVK IORZ IURP FDVK IORZ IURP RSHUDWLQJ DFWLYLWLHV &)2 %ORFNKRGHU LV WKH SHUFHQWDJH RI VKDUHV FRQWUROOHG E\ WKH ODUJHVW
VKDUHKROGHU +LJKB6KDUH /RZB6KDUH LV D GXPP\ YDULDEOH HTXDO WR  LQ D JLYHQ \HDU LI WKH SHUFHQWDJH RI VKDUHV FRQWUROOHG E\ WKH
EORFNKROGHULQDJLYHQILUPOLHVLQWKHWRSERWWRPWKUHHGHFLOHVRIWKHGLVWULEXWLRQRIWKHFRUUHVSRQGLQJSHUFHQWDJHRIDOOILUPVRSHUDWLQJLQ
WKHVDPHLQGXVWU\LQWKDW\HDUDQGRWKHUZLVH)RUWKHUHPDLQLQJILUP-\HDUVWKHGXPP\0HGLXPB6KDUHZLOOEHHTXDOWR,QWKHFROXPQ
ODEHOHG6KDUHKROGLQJB&(2 ,QVLGHU2XWVLGHU LVDGXPP\YDULDEOH WKDW WDNHV WKHYDOXHRI LI WKH ILUP¶V&(2LV QRWKROGLQJVKDUHV LQ
KLVKHURZQFRPSDQ\ DQGRWKHUZLVH 'LII LV WKHS-YDOXHRI WKH:DOG VWDWLVWLF IRU WKH HTXDOLW\RI WKH IUHH FDVK IORZFRHIILFLHQWVDFURVV
YDULRXVFDWHJRULHVRIILUPVLQGLFDWHVVLJQLILFDQFHDWWKHDQGOHYHOUHVSHFWLYHO\ 
 
ϰϬ 
 
 
 
Table A1 
Structure of the unbalance panel 
No. of obs. Per firm No. of obs. Percent Cumulative 
3 279 1.25% 1.25% 
4 704 3.15% 4.39% 
5 1,055 4.72% 9.11% 
6 510 2.28% 11.39% 
7 840 3.75% 15.14% 
8 1,024 4.58% 19.72% 
9 756 3.38% 23.1% 
10 830 3.71% 26.81% 
11 1,320 5.9% 32.71% 
12 1,560 6.97% 39.68% 
13 1,638 7.32% 47% 
14 2,212 9.89% 56.89% 
15 2,655 11.87% 68.76% 
16 2,944 13.16% 81.92% 
17 4,046 18.08% 100% 
Total 22,373 100.00%   
 
 
7DEOH$ 
'LVWULEXWLRQRIILUP-\HDUREVHUYDWLRQVE\\HDU 
Year No. of obs. Percent Cumulative 
1998 576 2.57% 2.57% 
1999 689 3.08% 5.65% 
2000 791 3.54% 9.19% 
2001 867 3.88% 13.06% 
2002 953 4.26% 17.32% 
2003 1,046 4.68% 22% 
2004 1,127 5.04% 27.04% 
2005 1,129 5.05% 32.08% 
2006 1,165 5.21% 37.29% 
2007 1,358 6.07% 43.36% 
2008 1,477 6.6% 49.96% 
2009 1,554 6.95% 56.91% 
2010 1,763 7.88% 64.79% 
2011 1,896 8.47% 73.26% 
2012 2,026 9.06% 82.32% 
2013 2,012 8.99% 91.31% 
2014 1,944 8.69% 100% 
Total 22,373 100.00% 
 
 
  
ϰϭ 
 
 
 
7DEOH$ 
'\QDPLFPRGHORILQYHVWPHQWH[SHQGLWXUH 
  
Dependent variable: I_newi,t 
(1) (2) 
Fixed effects GMM_system 
I_newi,t-1   
 
  
Cashi,t-1   
 
  
Qi,t-1   
 
  
Sizei,t-1 -  
 
  
Agei,t - - 
 
  
ROAi,t-1   
 
  
Leveragei,t-1 -  
 
  
Year-fixed effects \HV yes 
Industry-fixed effects QR yes 
Province-fixed effects QR yes 
(Year-fixed)* (Industry-fixed) effects \HV yes 
R2   
Adjusted R2   
ȡ   
F-value   
Hansen J test (p-value) 
 
 
m3 test (p-value) 
 
 
Observations   
1RWHV(VWLPDWHV LQFROXPQZHUH REWDLQHGXVLQJ WKH IL[HG HIIHFWV HVWLPDWRU(VWLPDWHV LQ FROXPQZHUH REWDLQHG
XVLQJWKHV\VWHP*00HVWLPDWRU7HVWVWDWLVWLFVDQGVWDQGDUGHUURUVLQSDUHQWKHVHVRIDOOYDULDEOHVLQWKHUHJUHVVLRQV
DUH DV\PSWRWLFDOO\ UREXVW WR KHWHURVFHGDVWLFLW\ $GRSWLQJ 5LFKDUGVRQ¶V  PHWKRG WKH GHSHQGHQW YDULDEOH LV
,BQHZLWWKHGLIIHUHQFHEHWZHHQ ,WRWDODQG ,PDLQ VHH)LJIRUGHILQLWLRQVRIWKHVHYDULDEOHV$OOYDULDEOHVH[FHSW4LW-
6L]HLW-DQG$JHLWDUHVFDOHGE\WRWDODVVHWV)RUWKHIL[HGHIIHFWVUHJUHVVLRQȡUHSUHVHQWVWKHSURSRUWLRQRIWKHWRWDOHUURU
YDULDQFHDFFRXQWHGIRUE\XQREVHUYHGKHWHURJHQHLW\)RUWKHV\VWHP*00UHJUHVVLRQPLVDWHVWIRUWKLUG-RUGHUVHULDO
FRUUHODWLRQRIWKHGLIIHUHQFHGUHVLGXDOVDV\PSWRWLFDOO\GLVWULEXWHGDV1XQGHUWKHQXOORIQRVHULDOFRUUHODWLRQ7KH
+DQVHQ-WHVWRIRYHU-LGHQWLI\LQJUHVWULFWLRQVLVGLVWULEXWHGDV&KL-VTXDUHXQGHUWKHQXOORILQVWUXPHQWYDOLGLW\:HWUHDW
,BQHZLW- Cash i,t-1,4LW-6L]HLW-52$LW-DQG/HYHUDJHLW-DVSRWHQWLDOO\HQGRJHQRXVYDULDEOHVOHYHOVRIWKHVHYDULDEOHV
GDWHG W- DQG IXUWKHU DUH XVHG DV LQVWUXPHQWV LQ WKH ILUVW-GLIIHUHQFHG HTXDWLRQV DQG ILUVW-GLIIHUHQFHV RI WKHVH VDPH
YDULDEOHVODJJHGWZLFHDUHXVHGDVDGGLWLRQDOLQVWUXPHQWVLQWKHOHYHOHTXDWLRQVLQGLFDWHVVLJQLILFDQFHDWWKH
DQGOHYHOUHVSHFWLYHO\ 
 
 
 
 
 
 
 
 
 
